University of Mississippi

eGrove
Examinations and Study

American Institute of Certified Public Accountants
(AICPA) Historical Collection

1984

Uniform CPA examination. Questions and
unofficial answers, 1984 May
American Institute of Certified Public Accountants. Board of Examiners

Follow this and additional works at: https://egrove.olemiss.edu/aicpa_exam
Part of the Accounting Commons, and the Taxation Commons
Recommended Citation
American Institute of Certified Public Accountants. Board of Examiners, "Uniform CPA examination. Questions and unofficial
answers, 1984 May" (1984). Examinations and Study. 80.
https://egrove.olemiss.edu/aicpa_exam/80

This Article is brought to you for free and open access by the American Institute of Certified Public Accountants (AICPA) Historical Collection at
eGrove. It has been accepted for inclusion in Examinations and Study by an authorized administrator of eGrove. For more information, please contact
egrove@olemiss.edu.

Uniform
CPA Examination
V

May 1984

Questions and
Unofficial Answers

AICPA

American Institute of
Certified Public Accountants

Uniform
CPA Examination
May 1984

Questions and
Unofficial Answers

A Supplement to the Journal of Accountancy

Copyright © 1984 by the
American Institute of Certified Public Accountants, Inc.
1211 Avenue of the Americas, New York, N.Y. 10036-8775
1 2 3 4 5 6 7 8 9 0 Ex 8 9 8 7 6 5 4

FOREWORD
The Uniform CPA Examination is prepared by the Board of Examiners of the American Institute of
Certified Public Accountants and is used by the examining boards of all fifty states of the United States,
the District of Columbia, Puerto Rico, Guam, and the Virgin Islands as a prerequisite for issuance of
CPA certificates. This booklet contains the questions and unofficial answers of the May 1984 Uniform
Certified Public Accountant Examination.
Although the questions and unofficial answers may be used for many purposes, the principal reason for
their publication is to aid candidates in preparing for the examination. Candidates are also encouraged to
read Information for CPA Candidates, which describes the content, grading, and other administrative
aspects of the Uniform CPA Examination.
The unofficial answers were prepared by the staff of the examinations division and reviewed by the
Board of Examiners but are not purported to be official positions of the American Institute of Certified
Public Accountants. Each of the unofficial answers is accompanied by its maximum point value
assigned by the Board of Examiners for grading purposes.

William C. Bruschi, Vice President
Examinations and Regulation
American Institute of Certified Public Accountants
—

May 1984
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Uniform Certified Public Accountant Examination
(Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants
and adopted by the examining boards o f all states, territories, and the District o f Columbia.)

EXAMINATION IN ACCOUNTING PRACTICE — PART I
May 2, 1984; 1:30 to 6:00 P.M.

NOTE TO CANDIDATES: Suggested time allotments are as follows:
Estimated Minutes
Minimum Maximum

All questions are required:
No.
No.
No.
No.
No.

1
2
3
4
5
Total

45
45
45
45
40

55
55
55
55
50

220

270

INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1.

You must arrange the papers in numerical order of
the questions. If more than one page is required for
an answer, write “ continued” at the bottom of the
page. Number pages consecutively. For instance,
if 12 pages are used for your answers, they should
be numbered 1 through 12. The printed answer
sheet provided for the objective-type items should
be considered to be Page 1.

3.

Support all problem-type answers with properly
labeled and legible calculations that can be
identified as sources of amounts in formal
schedules, entries, worksheets, or other answers, to
show how your final answer was derived. Failure
to enclose supporting calculations may result in loss
of grading points because it may be impossible to
determine how your amounts were computed.

2.

Answer all objective-type items on the printed
answer sheet provided for that purpose. It is to
your advantage to attempt all questions even if you
are uncertain of the answer. You are likely to get
the highest score if you omit no answers. Since
objective items are computer-graded, your com
ments and calculations associated with them are not
considered.

4.

A CPA is continually confronted with the necessity
of expressing opinions and conclusions in written
reports in clear, unequivocal language. Although
the primary purpose of the examination is to test
the candidate’s knowledge and application of the
subject matter, the ability to organize and present
such knowledge in acceptable written language will
be considered by the examiners.
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Examination Questions—May 1984
Number 1 (Estimated tim e----- 45 to 55 minutes)

2. Tallent Corporation had the following account
balances at December 31, 1983:

Instructions

Cash on hand and in banks
$975,000
Cash legally restricted for additions to plant
(expected to be disbursed in 1985)
600,000
Bank certificates of deposit
(due February 1, 1984)
250,000

Select the best answer for each of the following items
relating to a variety of financial accounting problems.
Use a soft pencil, preferably No. 2, to blacken the appro
priate circle on the separate printed answer sheet to indi
cate your answer. Mark only one answer for each item.
Answer all items. Your grade will be based on the total
number of your correct answers.
The following is an example of the manner in which
the answer sheet should be marked:

In the current assets section of Tallent’s December 31,
1983, balance sheet, what total amount should be re
ported under the caption “ cash and cash equivalents’’?
a. $ 975,000
b. $1,225,000
c. $1,575,000
d. $1,825,000

Item

3. On January 1, 1983, Wright Company purchased
Keeler Corporation 9% bonds with a face value of
$200,000, for $187,800. The bonds were purchased to
yield 10%. The bonds are dated January 1, 1983, mature
on December 31, 1992, and pay interest annually on
December 31. Wright uses the interest method of amor
tizing bond discount. In its income statement for the year
ended December 31, 1983, what total amount should
Wright report as interest income from the long-term
bond investment?
a. $17,220
b. $18,000
c. $18,780
d. $20,000

97. Gross billings for merchandise sold by Baker Com
pany to its customers last year amounted to $5,260,000;
sales returns and allowances reduced the amounts owed
by $160,000. How much were net sales last year for Baker
Company?
a $4,800,000
b $5,100,000
c. $5,200,000
d. $5,260,000
Answer Sheet

4. On January 1, 1983, Miller Company purchased
25% of Wall Corporation’s common stock; no goodwill
resulted from the purchase. Miller appropriately carries
this investment at equity and the balance in Miller’s in
vestment account was $190,000 at December 31, 1983.
Wall reported net income of $120,000 for the year ended
December 31, 1983, and paid common stock dividends
totaling $48,000 during 1983. How much did Miller pay
for its 25% interest in Wall?
a. $172,000
b. $202,000
c. $208,000
d. $232,000

97.
Items to be Answered
1.
On December 3 1 , 1982, Clark Company purchased
marketable equity securities as a temporary investment.
Pertinent data are as follows:
Security
W
X
Y

Cost
$24,000
36,000
72,000

Market value
at 12/31/83
$26,000
33,000
65,000

5. During 1983 Cooke Company made the following
expenditures relating to plant machinery and equipment:
Continuing, frequent, and low cost repairs
Special long-term protection devices were
attached to ten machines
A broken gear on a machine was replaced

On December 31, 1983, Clark reclassified its investment
in security Y from current to noncurrent because Clark
intends to retain security Y as a long-term investment.
What total amount of loss on these securities should be
included in Clark’s income statement for the year ended
December 31, 1983?
a. $0
b. $1,000
c. $7,000
d. $8,000

$36,000
11,000
2,000

How much should be charged to repairs and maintenance
in 1983?
a. $36,000
b. $38,000
c. $47,000
d. $49,000
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9.
Grey Company purchased a machine on January 2,
1982, for $500,000. The machine has an estimated useful
life of five years and a salvage value of $50,000.
Depreciation was computed by the 150% declining
balance method. The accumulated depreciation balance
at December 31, 1983, should be
a. $180,000
b. $229,500
c. $245,000
d. $255,000

6.
Shunpike Company’s inventory records for pro
duct Y provide the following data for 1983:

Inventory, 1/1/83
Purchases:
April 8
October 25

Units
12,000

Unit cost
$ 9.00

20,000
8,000

9.50
10.00

A physical inventory on December 31, 1983, shows
10,000 units on hand. Under the FIFO cost flow
method, the December 31, 1983, inventory should be
a. $100,000
b. $ 99,000
c. $ 95,000
d. $ 90,000

10. The following expenditures relating to the plant
building were made by Pine Company during the year
ended December 31, 1983:
Replacement of the old shingle roof with
a fireproof tile roof
Repainted the plant building
Major improvements to the electrical
wiring system

7.
At December 31, 1983, the following data pertain
to an inventory item held by Bradley Distribution Com
pany:
Estimated selling price
Normal profit margin
Estimated cost of disposal
Cost
Replacement cost

35,000

How much should be capitalized in 1983?
a. $ 35,000
b. $ 75,000
c. $110,000
d. $115,000

$78
15
2
65
57

11. On December 31, 1983, Marsh Company com
pleted the rearrangement of a group of factory machines
to secure greater efficiency in production and incurred
the following costs:

Under the lower of cost or market rule, this inventory
item should be valued at
a. $57
b. $61
c. $63
d. $65

Moving costs
Reinstallation costs
Total

$20,000
40,000
$60,000

Marsh estimated that the benefits resulting from the
rearrangement would extend over the remaining fiveyear useful lives of the machines. How much of the
rearrangement costs should be capitalized at December
31, 1983?
a. $0
b. $20,000
c. $40,000
d. $60,000

8.
On November 1, 1983, Rice Company purchased
for $200,000 a tract of land as a factory site. The old
building on the property was razed and salvaged
materials resulting from demolition were sold. Addi
tional costs incurred and salvage proceeds realized dur
ing November 1983 were as follows:
Demolition of old building
Legal fees for purchase contract and
recording ownership
Title guarantee insurance
Proceeds from sale of salvaged materials

$75,000
5,000

12. On October 3 1 , 1983, Simpson, Inc., purchased for
cash of $40 per share all 250,000 of the outstanding com
mon stock of Rex Corporation. Rex’s balance sheet at
October 31, 1983, showed a book value of $8,000,000.
Additionally, the fair value of Rex’s property, plant and
equipment on that date was $900,000 in excess of its book
value. In the October 31, 1983, consolidated balance
sheet of Simpson, Inc., and its wholly owned subsidiary,
what amount should be reported as goodwill?
a. $0
b. $ 900,000
c. $1,100,000
d. $2,000,000

$25,000
5,000
6,000
4,000

In its November 30, 1983, balance sheet, Rice should
report a balance in the land account of
a. $211,000
b. $221,000
c. $230,000
d. $232,000
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16. On January 1, 1983, Trapp Company adopted a
noncontributory pension plan which requires Trapp to
make annual payments to an independent trustee two
months after the end of each year. The first payment was
due on February 29, 1984. Information relating to the
pension plan is as follows:

13. On January 2, 1983, Evans Company signed an
eight-year lease for office space. Evans has the option to
renew the lease for an additional four-year period on or
before January 2, 1990. During January 1983 Evans in
curred the following costs:
•
•

$120,000 for general improvements to the
leased premises with an estimated useful life of
ten years.
$160,000 for office furniture and equipment
with an estimated useful life of ten years.

Past service cost at 1/1/83 (unfunded)
Normal cost for 1983
Funds held by the trustee are expected
to earn a 6% return

Trapp elects to minimize its annual pension cost. At
December 31, 1983, how much should Trapp accrue for
pension expense?
a. $150,000
b. $159,000
c. $180,000
d. $200,000

At December 31, 1983, Evans’ intentions as to exercise
of the renewal option are uncertain since they depend
upon future office space requirements. Assuming that a
full year’s amortization of leasehold improvements is
taken for calendar year 1983, Evans should record
amortization expense of
a. $10,000
b. $12,000
c. $15,000
d. $28,000

17. In 1983 Stone Corporation received interest income
of $50,000 on U.S. Government obligations and
$300,000 in royalties under a licensing agreement.
Royalties are reported as taxable income in the year
received, but in the financial statements, royalties are
recognized as income in the year earned and amounted
to $200,000 for the year ended December 31, 1983.
Stone’s effective income tax rate is 40%. By what
amount would the deferred income tax asset account
balance increase for 1983?
a. $20,000
b. $40,000
c. $60,000
d. $80,000

14. Hines Company leased a new machine from
Ashwood Company on December 3 1 , 1982, under a lease
with the following pertinent information:
Lease term
Annual rental payable at the beginning
of each lease year
Useful life of the machine
Present value of the 8 lease payments
at 12/31/82
Machine reverts to Ashwood at lease
expiration date

$500,000
150,000

8 years
$ 50,000
10 years
$258,000

The machine has a fair value of $280,000 at the inception
of the lease. Hines uses the straight-line method of de
preciation. For the year ended December 31, 1983, how
much depreciation (amortization) should Hines record
for the capitalized leased machine?
a. $35,000
b. $32,250
c. $28,000
d. $25,800

18. Brown Company adopted a noncontributory pen
sion plan on January 1 , 1983. Brown decided to amortize
the past service cost over 15 years and to fund this cost
by making equal payments to the fund trustee at the end
of each of the first ten years. The normal pension cost
is also funded fully at the end of each year. The following
pension plan data are available for 1983:
Normal pension cost
Past service cost:
Amortized
Funded

15. Ward Company purchased a patent on January 1,
1980, for $357,000. The patent was being amortized over
its remaining legal life of 15 years expiring on January
1 , 1995. During 1983 Ward determined that the economic
benefits of the patent would not last longer than ten years
from the date of acquisition. What amount should be
charged to patent amortization expense for the year
ended December 31, 1983?
a. $21,000
b. $35,700
c. $40,800
d. $71,400

$80,000
46,700
59,600

In its December 31, 1983, balance sheet, Brown should
report deferred pension cost at
a. $12,900
b. $20,400
c. $46,700
d. $59,600
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Number 2 (Estimated tim e----- 45 to 55 minutes)

19. Farr Company pays its outside salespersons fixed
monthly salaries and commissions on net sales. Sales com
missions are computed and paid on a monthly basis (in
the month following the month of sale) and the fixed
salaries are treated as advances against commissions for
this purpose. However, if the fixed salaries for sales
persons exceed their sales commissions earned for a month,
such excess is not charged back to them. Pertinent data
for the month of March 1984 for the three salespersons
in sales region 101 are as follows:

Salesperson
A
B
C

Fixed
salary
$ 2,500
3,500
4,500
$10,500

Net
sales
$100,000
200,000
300,000
$600,000

Instructions
Select the best answer for each of the following items
relating to a variety of financial accounting problems. Use
a soft pencil, preferably No. 2, to blacken the appropriate
circle on the separate printed answer sheet to indicate your
answer. Mark only one answer for each item. Answer all
items. Your grade will be based on the total number of
your correct answers.

Commission
rate
2%
3%
3%

Items to be Answered

21. Greene Company sells office equipment service con
tracts agreeing to service equipment for a two-year period.
Cash receipts from contracts are credited to unearned
service contract revenue and service contract costs are
charged to service contract expense as incurred. Revenue
from service contracts is recognized as earned over the lives
of the contracts. Additional information for the year ended
December 31, 1983, is as follows:

In respect of sales region 101, what total amount should
Farr accrue for sales commissions payable at March 31,
1984?
a. $ 6,500
b. $ 7,000
c. $17,000
d. $17,500

Unearned service contract revenue
at January 1, 1983
Cash receipts from servicecontracts sold
Service contract revenuerecognized
Service contract expense

20. During 1982 Waldron Company introduced a new
line of machines that carry a two-year warranty against
manufacturer’s defects. Based on industry experience, the
estimated warranty costs related to dollar sales are as
follows:
Year of sale
Year after sale

What amount should Greene report as unearned service
contract revenue at December 31, 1983?
a. $460,000
b. $480,000
c. $490,000
d. $720,000

4%
6%

22. Hadley Construction Company has consistently
used the percentage-of-completion method of recognizing
income. During 1982 Hadley started work on a $3,000,000
construction contract which was completed in 1983. The
accounting records provided the following data:

Sales and actual warranty expenditures for the years
ended December 31, 1982 and 1983 were as follows:

1982
1983

Sales
$ 500,000
700,000
$ 1,200,000

$600,000
980,000
860,000
520,000

Actual
warranty
expenditures
$15,000
47,000
$62,000

1982
Progress billings
Costs incurred
Collections
Estimated cost
to complete

What amount should Waldron report as its estimated
warranty liability at December 31, 1983?
a. $0
b. $16,000
c. $42,000
d. $58,000

$ 1, 100,000

900,000
700,000

1983
$1,900,000
1,800,000
2,300,000

1,800,000

How much income should Hadley have recognized in
1982?
a. $100,000
b. $110,000
c. $150,000
d. $200,000
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27. Hiller Company manufactures equipment which is
sold or leased. On December 31, 1983, Hiller leased
equipment to Drake Company for a five-year period ex
piring December 31, 1988, at which date ownership of
the leased asset is transferred to Drake. Equal payments
under the lease are $20,000 and are due on December 31
of each year. The first payment was made on December
31, 1983. Collectibility of the remaining lease payments
is reasonably assured and Hiller has no material cost
uncertainties. The normal sales price of the equipment
is $77,000 and Hiller’s cost is $60,000. For the year
ended December 31, 1983, how much income should
Hiller recognize from the lease transaction?
a. $0
b. $17,000
c. $20,000
d. $23,000

23. On January 1, 1983, Wolfe Company purchased a
building for $1,500,000. The building will be de
preciated $50,000 per year by the straight-line method
for financial statement reporting. For income tax re
porting, Wolfe uses the ACRS and will be allowed a cost
recovery deduction of $180,000 for 1983. Assuming an
income tax rate of 40%, what amount of deferred in
come taxes should be added to Wolfe’s deferred income
tax liability at December 31, 1983?
a. $ 52,000
b. $ 72,000
c. $ 78,000
d. $130,000
24. On December 31, 1982, Kern Company leased a
machine from Woods Company for a ten-year period
expiring December 30, 1992. Equal annual payments
under the lease are $50,000 and are due on December 31
of each year. The first payment was made on December
31, 1982, and the second payment was made on
December 31, 1983. The present value at December 31,
1982, of the ten lease payments over the lease term dis
counted at 10% was $338,000. The lease is ap
propriately accounted for as a capital lease by Kern. In
its December 31, 1983, balance sheet Kern should report
the capitalized lease liability at
a. $243,000
b. $259,200
c. $266,800
d. $400,000

28. On January 1, 1982, Bartell Company sold its idle
plant facility to Cooper, Inc., for $1,050,000. On this
date the plant had a depreciated cost of $735,000.
Cooper paid $150,000 cash on January 1, 1982, and
signed a $900,000 note bearing interest at 10%. The
note was payable in three annual installments of
$300,000 beginning January 1, 1983. Bartell appro
priately accounted for the sale under the installment
method. Cooper made a timely payment of the first in
stallment on January 1, 1983, of $390,000, which in
cluded interest of $90,000 to date of payment. At
December 31, 1983, Bartell has deferred gross profit of
a. $153,000
b. $180,000
c. $225,000
d. $270,000

25. On June 30, 1983, Dean Company had outstand
ing 8%, $1,000,000 face value, 15-year bonds maturing
on June 30, 1993. Interest is payable on June 30 and
December 31. The unamortized balances on June 30,
1983, in the bond discount and deferred bond issue costs
accounts were $45,000 and $15,000, respectively. Dean
reacquired all of these bonds at 93 on June 30, 1983,
and retired them. Ignoring income taxes, how much
gain should Dean report on this early extinguishment of
debt?
a. $10,000
b. $25,000
c. $40,000
d. $70,000

29. On November 1, 1983, Allen Corporation issued
shares of its voting common stock in exchange for all of
the voting common stock of Bell, Inc., in a business
combination appropriately accounted for by the pooling
of interests method. The separate net income for each
company was as follows:

26. On December 31, 1983, Jordan Company was in
volved in a tax dispute with the IRS. Jordan’s tax
counsel believed that an unfavorable outcome was prob
able and a reasonable estimate of additional taxes was
$400,000, with a chance that the additional taxes could
be as much as $650,000. After the 1983 financial
statements were issued, Jordan accepted an IRS settle
ment offer of $450,000. What amount of additional
taxes should have been charged to income in 1983?
a. $0
b. $400,000
c. $450,000
d. $650,000

12 months ended
December 31, 1983
2 months ended
December 31, 1983

Allen

Bell

$1,000,000

$600,000

110,000

100,000

During September Bell paid $300,000 in dividends to its
stockholders. For the year ended December 31, 1983,
the consolidated net income should be
a. $ 210,000
b. $1,100,000
c. $1,300,000
d. $1,600,000
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33. Wagner Company, a lessor of office machines,
purchased a new machine for $500,000 on January 1 , 1983,
which was leased the same day to Lee Company. The
machine is expected to have a ten-year life, and will be
depreciated $50,000 per year. The lease is for a three-year
period expiring January 1 , 1986, and provides for annual
rental payments of $100,000 beginning January 1, 1983.
Additionally, Lee paid $60,000 as a lease bonus to obtain
a three-year lease. In its 1983 income statement, what
amount should Wagner report as operating profit on this
leased asset?
a. $ 50,000
b. $ 70,000
c. $100,000
d. $110,000

30. On March 1, 1984, Riley Corporation issued
$1,000,000 of 10% nonconvertible bonds at 103 which are
due on February 2 8 , 1999. In addition, each $1,000 bond
was issued with 30 detachable stock warrants, each of
which entitled the bondholder to purchase, for $50, one
share of Riley common stock, par value $25. On March
1 , 1984, the quoted market value of Riley’s common stock
was $40 per share and the quoted market value of each
warrant was $4. What amount of the proceeds from the
bond issue should Riley record as an increase in
stockholders’ equity?
a. $0
b. $ 30,000
c. $120,000
d. $750,000

31. On January 4, 1982, Wynn, Inc., bought 15% of
Parr Corporation’s common stock for $60,000. Wynn
appropriately accounts for this investment by the cost
method. The following data concerning Parr are available
for the years ended December 31, 1982 and 1983:

Net income
Dividends paid

1982
$30,000
None

34. On September 30, 1983, a fire at Brock Com
pany’s only warehouse caused severe damage to its
entire inventory. Based on recent history, Brock has a gross
profit of 30% of net sales. The following information is
available from Brock’s records for the nine months end
ed September 30, 1983:

1983
$90,000
80,000

Inventory at 1/1/83
Purchases
Net sales

In its income statement for the year ended December 31,
1983, how much should Wynn report as income from this
investment?
a. $ 4,500
b. $ 9,000
c. $12,000
d. $13,500

A physical inventory disclosed usable damaged goods
which Brock estimates can be sold to a jobber for $50,000.
Using the gross profit method, the estimated cost of goods
sold for the nine months ended September 3 0 , 1983, should
be
a. $2,050,000
b. $2,485,000
c. $2,750,000
d. $2,800,000

32. Decker Company assigns some of its patents to
other enterprises under a variety of licensing agreements.
In some instances advance royalties are received when the
agreements are signed and, in others, royalties are remit
ted within 60 days after each license year end. The follow
ing data are included in Decker’s December 31 balance
sheets:

Royalties receivable
Unearned royalties

1982
$90,000
60,000

$ 550,000
3,000,000
4,000,000

35. The following expenses were among those incurred
by Sayre Company during 1983:
Accounting and legal fees
Interest
Loss on sale of office equipment
Rent for office space

1983
$85,000
40,000

During 1983 Decker received royalty remittances of
$200,000. In its income statement for the year ended
December 3 1 , 1983, Decker should report royalty income
of
a. $195,000
b. $215,000
c. $220,000
d. $225,000

$160,000
60,000
25,000
200,000

One-quarter of the rented premises is occupied by the
sales department. How much of the expenses listed above
should be included in Sayre’s general and administrative
expenses for 1983?
a. $310,000
b. $335,000
c. $360,000
d. $370,000
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39. On January 1, 1983, Cody Company as lessee
signed a ten-year noncancellable lease for equipment
stipulating annual payments of $50,000 starting at the
end of the first year. Cody appropriately treated this
transaction as a capital lease. The ten lease payments
have a present value of $251,000 at January 1, 1983,
based on implicit interest of 15%. For the year ended
December 31, 1983, Cody should record interest ex
pense of
a. $0
b. $24,900
c. $30,150
d. $37,650

36. Blackwood Corporation had a $20,000 translation
loss adjustment resulting from the translation of the ac
counts of its wholly owned foreign subsidiary for the
year ended December 31, 1983. Blackwood also had a
receivable from a foreign customer which was payable
in the local currency of the foreign customer. On
December 31, 1982, this receivable for 100,000 local
currency units (LCU) was appropriately included in
Blackwood’s balance sheet at $55,000. When the
receivable was collected on February 10, 1983, the ex
change rate was 2 LCU to $1. In Blackwood’s 1983 con
solidated income statement, what amount should be
included as foreign exchange loss?
a. $0
b. $ 5,000
c. $20,000
d. $25,000

40. On June 30, 1983, Harper, Inc., had outstanding
8%, $1,000,000 face value, convertible bonds maturing
on June 30, 1988. Interest is payable on June 30 and
December 31. The unamortized balance in the bond pre
mium account was $50,000 on June 30, 1983. On this
date all of these bonds were converted into 40,000
shares of $20 par value common stock. Harper incurred
expenses of $30,000 in connection with the conversion.
Under the book value method, the total amount by
which additional paid-in capital should increase is
a. $180,000
b. $200,000
c. $220,000
d. $250,000

37. Based on the aging of its accounts receivable at
December 31, 1983, Drury Company determined that
the net realizable value of the receivables at that date is
$95,000. Additional information is as follows:
Accounts receivable at 12/31/83
Allowance for doubtful accounts
at 1/1/83 — credit balance
Accounts written off as uncollectible
at 9/30/83

$110,000
16,000
12,000

Number 3 (Estimated tim e----- 45 to 55 minutes)

Drury’s bad debt expense for the year ended December
31, 1983, was
a. $11,000
b. $13,000
c. $15,000
d. $19,000

Instructions
Select the best answer for each of the following
items relating to a variety of financial accounting prob
lems. Use a soft pencil, preferably No. 2, to blacken the
appropriate circle on the separate printed answer sheet
to indicate your answer. Mark only one answer for each
item. Answer all items. Your grade will be based on the
total number of your correct answers.

38. During 1983 Mann Company developed a new
product to be marketed beginning January 1, 1984. The
following costs, incurred during 1983 in the develop
ment of this product, are expected to be recovered by
December 31, 1985:
Research and development
departmental costs
Materials and supplies consumed
Compensation paid to research
consultants

Items to be Answered
41. Martin Company had the following account
balances for the year ended December 31, 1983:

$365,000

Interest expense
Loss on disposal of noncurrent
investment
Writedown of plant and equipment
to estimated realizable value

110,000
200,000

$675,000
How much of the costs incurred should Mann charge to
expense in 1983?
a. $675,000
b. $475,000
c. $225,000
d. $0

$120,000
80,000
60,000

In its income statement for 1983, how much should
Martin report as total extraordinary items?
a. $0
b. $140,000
c. $180,000
d. $200,000
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42. Carr Company is indebted to Apex Company
under a $700,000, 12%, four-year note dated December
31, 1980. Annual interest of $84,000 was paid on
December 31, 1981, and 1982. During 1983 Carr ex
perienced financial difficulties and is likely to default on
the note and interest unless concessions are made. On
December 31, 1983, Apex agreed to restructure the debt
as follows:
•
•
•

Items 45 and 46 are based on the following
information:
Hanson Corporation’s income statement for the
year ended December 31, 1983, shows pretax book in
come of $400,000. The following items for 1983 are
treated differently on the tax return and on the books:

Interest for 1983 was reduced from $84,000 to
$40,000 payable on January 31, 1984.
Interest for 1984 was waived.
The $700,000 principal amount was reduced
to $600,000.

Royalty income
Depreciation expense
Amortization of goodwill

Ignoring income taxes, how much should Carr report as
extraordinary gain on debt restructure in its income
statement for the year ended December 31, 1983?
a. $0
b. $ 60,000
c. $100,000
d. $144,000

Per tax
return
$ 20,000
125,000
None

Per
books
$ 40,000
100,000
15,000

Assume that Hanson’s effective tax rate for 1983 is
40%.
45. Of Hanson’s total income tax expense, how much
should be reported as current portion of income taxes in
Hanson’s 1983 income statement?
a. $142,000
b. $148,000
c. $160,000
d. $166,000

43. During 1983 White Company determined that
machinery previously depreciated over a seven-year life
had a total estimated useful life of only five years. An
accounting change was made in 1983 to reflect the
change in estimate. If the change had been made in
1982, accumulated depreciation would have been
$1,600,000 at December 31, 1982, instead of
$1,200,000. As a result of this change, the 1983
depreciation expense was $100,000 greater. The income
tax rate was 40% in both years. What should be
reported in White’s income statement for the year ended
December 31, 1983, as the cumulative effect on prior
years of changing the estimated useful life of the
machinery?
a. $0
b. $240,000
c. $300,000
d. $400,000

46. Of Hanson’s total income tax expense, how much
should be reported as deferred income taxes in H an
son’s 1983 income statement?
a. $ 8,000
b. $10,000
c. $12,000
d. $18,000

47. Richland Company uses the retail inventory
method to estimate its inventory for interim statement
purposes. Data relating to the computation of the inven
tory at July 31, 1983, are as follows:

44. On July 1, 1983, Tyler Corporation approved a
formal plan to sell its plastics division, considered a seg
ment of the business. The sale will occur in the first
three months of 1984. The division had an operating
loss of $400,000 for the six months ended December 31,
1983, and expects to incur a loss of $200,000 for the first
quarter of 1984. The sales price is $22,000,000 and the
carrying value at the date of sale should be $20,000,000.
Tyler’s effective tax rate for 1983 is 40%. For the year
ended December 31, 1983, how much gain should Tyler
report on disposal of the plastics division?
a. $0
b. $ 840,000
c. $1,080,000
d. $1,200,000

Inventory, 2/1/83
Purchases
Additional markups
Sales
Estimated normal
shoplifting losses

Cost

Retail

$ 70,000
350,000

$110,000
500,000
90,000
600,000
10,000

Under the approximate lower of average cost or market
retail method, Richland’s estimated inventory at July
31, 1983, is
a. $90,000
b. $63,000
c. $60,000
d. $54,000
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48. On January 1, 1983, Whalen, Inc., had 120,000
shares of common stock outstanding. A 10% stock divi
dend was issued on April 1, 1983. Whalen issued 40,000
shares of common stock for cash on July 1, 1983. What
is the number of shares that should be used in com
puting earnings per share for the year ended December
31, 1983?
a. 146,000
b. 149,000
c. 152,000
d. 172,000

53. Eller Company discloses supplemental industry
segment information. The following data are available
for 1983:

49. Cox Corporation had 1,200,000 shares of common
stock outstanding on January 1 and December 31, 1983.
In connection with the acquisition of a subsidiary com
pany in June 1982, Cox is required to issue 50,000 addi
tional shares of its common stock on July 1, 1984, to the
former owners of the subsidiary. Cox paid $200,000 in
preferred stock dividends in 1983, and reported net
income of $3,400,000 for the year. Cox’s fully diluted
earnings per share for 1983 should be
a. $2.83
b. $2.72
c. $2.67
d. $2.56

Costs are appropriately allocated based on the ratio of
a segment’s income before allocable costs to total in
come before allocable costs. What is the operating pro
fit for segment R for 1983?
a. $20,000
b. $24,000
c. $36,000
d. $48,000

Segment
R
S
T

Sales
$300,000
400,000
200,000
$900,000

Traceable
costs
$240,000
220,000
140,000
$600,000

Allocable
costs
?
?
?
$120,000

54. On January 3, 1983, Paterson Services, Inc.,
signed an agreement authorizing Cobb Company to
operate as a franchisee over a 20-year period for an in
itial franchise fee of $50,000 received when the agree
ment was signed. Cobb commenced operations on July
1, 1983, at which date all of the initial services required
of Paterson had been performed. The agreement also
provides that Cobb must pay a continuing franchise fee
equal to 5% of the revenue from the franchise annually
to Paterson. Cobb’s franchise revenue for 1983 was
$400,000. For the year ended December 31, 1983, how
much should Paterson record as revenue from franchise
fees in respect of the Cobb franchise?
a. $70,000
b. $50,000
c. $45,000
d. $22,500

50. On December 30, 1983, Diamond Company
traded in an old machine with a book value of $10,000
for a similar new machine having a list price of $32,000,
and paid a cash difference of $19,000. Diamond should
record the new machine at
a. $32,000
b. $29,000
c. $22,000
d. $19,000
51. On October 10, 1983, Girard, Inc., exchanged
2,000 shares of its $50 par value common stock held in
treasury for a patent owned by Waxman Company. The
treasury shares were acquired in 1982 at a cost of
$80,000. At the exchange date Girard’s common stock
was quoted at $55 per share and the patent had a net
carrying value on Waxman’s books of $90,000. Girard
should record the patent at
a. $ 80,000
b. $ 90,000
c. $100,000
d. $110,000

55. Lenox Company has a retirement savings plan
which provides that: (1) eligible employees may
deposit up to 5% of their salaries through payroll
deduction, and (2) the company is required to make an
annual contribution of an amount equal to 50% of the
participants’ deposits. Data for the year ended
December 31, 1983, relating to eligible employees are as
follows:

52. On January 1, 1983, Kipling Company paid
$12,000 to White Properties as a lease bonus to obtain
a four-year nonrenewable lease on premises beginning
on that date. Additionally, Kipling will pay $14,000 an
nual rent on each December 31 throughout the term of
the lease. For the year ended December 31, 1983,
Kipling should report rent expense at
a. $12,000
b. $14,000
c. $17,000
d. $26,000

Total salaries
Total employee deposits made

$750,000
25,000

What amount should Lenox report as retirement savings
plan expense for 1983?
a. $0
b. $12,500
c. $18,750
d. $25,000
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59. Details of Weaver Corporation’s fixed assets at
December 31, 1983, are as follows:

56. Selected information for Moore Corporation is as
follows:

Preferred stock
Common stock
Retained earnings
Net income for year ended

Year
acquired
1981
1982
1983

December 31
1982
1983
$180,000
$180,000
648,000
840,000
192,000
360,000
144,000
240,000

57. Mr. & Mrs. Carson are applying for a bank loan
and the bank has requested a personal statement of
financial condition as of December 31, 1983. Included
in their assets at this date are the following:
1,000 shares of Alden Corporation common
stock purchased in 1980 at a cost of $50,000.
The quoted market value of the stock was $75
per share on December 31, 1983.

•

A residence purchased in 1981 at a cost of
$120,000. Improvements costing $15,000 were
made in 1982. Unimproved similar homes in the
area are currently selling at approximately the
same price levels as in 1981.

Historical
cost
$100,000
30,000
40,000

Estimated
current cost
$140,000
38,000
44,000

Weaver calculates depreciation at 10% per annum, us
ing the straight-line method. A full year’s depreciation
is charged in the year of acquisition. There were no dis
posals of fixed assets. In Weaver’s supplementary
information restated into current cost, the net current cost
(after accumulated depreciation) of the fixed assets should
be stated as
a. $116,000
b. $130,000
c. $168,000
d. $182,000

What is Moore’s rate of return on average stockholders’
equity for 1983?
a. 16.0%
b. 20.0%
c. 23.5%
d. 26.0%

•

Percent
depreciated
30
20
10

60. On December 31, 1983, Foster, Inc., appropriately
changed to the FIFO cost method from the weightedaverage cost method for financial statement and income
tax purposes. The change will result in a $150,000 increase
in the beginning inventory at January 1, 1983. Assum
ing a 40% income tax rate, the cumulative effect of this
accounting change for the year ended December 31, 1983,
is
a. $0
b. $ 60,000
c. $ 90,000
d. $150,000

In the Carsons’ December 31, 1983, personal statement
of financial condition, the above assets should be reported
at a total amount of
a. $170,000
b. $185,000
c. $195,000
d. $210,000

58. In May 1980 Tooker Company filed suit against
Rogers Corporation seeking to recover $1,000,000 for
copyright infringement. A court verdict rendered in
September 1983 awarded Tooker $700,000 in damages.
Rogers appealed the verdict but a final decision is not
expected before October 1984. Tooker’s counsel believes
it is probable that Tooker will be successful against
Rogers for an estimated amount of $500,000. What
amount should Tooker accrue by a credit to income in
the year ended December 31, 1983?
a. $0
b. $500,000
c. $600,000
d. $700,000
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Number 4 (Estimated tim e----- 45 to 55 minutes)
Presented below are the balance sheet accounts of Bergen Corporation as of December 31, 1983 and 1982.

Assets
Current assets:
Cash
Accounts receivable, net
Inventories
Total current assets
Land
Plant and equipment
Accumulated depreciation
Leased equipment under capital lease
Marketable investment securities, at
cost
Investment in Mason, Inc.,
at cost
Total assets

1983

1982

$ 541,000
585,000
895,000
2,021,000
350,000
1,060,000
(295,000)
158,000

$ 308,000
495,000
780,000
1,583,000
250,000
720,000
(170,000)
—

75,000

—

Liabilities and Stockholders’ Equity
Current liabilities:
Current portions of
long-term debt
Accounts payable and
accrued expenses
Total current liabilities
Note payable, long-term
Liability under capital lease
Bonds payable
Unamortized bond premium
Deferred income taxes
Common stock, par value $20
Additional paid-in capital
Retained earnings
Total liabilities and
stockholders’ equity

12

Increase
(Decrease)

$233,000
90,000
115,000
438,000
100,000
340,000
(125,000)
158,000
(75,000)

180,000
$3,474,000

180,000
$2,638,000

—
$836,000

$ 159,000

$

$159,000

-

760,000
919,000
300,000
124,000
500,000
16,000
60,000
640,000
304,000
611,000

500,000
18,000
45,000
600,000
244,000
408,000

(2,000)
15,000
40,000
60,000
203,000

$3,474,000

$2,638,000

$836,000

823,000
823,000
—
—

(63,000)
96,000
300,000
124,000
—

Accounting Practice—Part I
Required:
Using the working capital approach, prepare a
statement of changes in financial position of Bergen
Corporation for the year ended December 31, 1983. A
worksheet is not required. Do not prepare a schedule of
changes in working capital.

Additional information:
• On January 2, 1983, Bergen sold all of its market
able investment securities for $95,000 cash.
• On March 10, 1983, Bergen paid a cash dividend of
$30,000 on its common stock. No other dividends were
paid or declared during 1983.
• On April 15, 1983, Bergen issued 2,000 shares of its
common stock for land having a fair value of $100,000.
• On May 25, 1983, Bergen borrowed $450,000 from
an insurance company. The underlying promissory note
bears interest at 15% and is payable in three equal an
nual installments of $150,000. The first payment is due
on May 25, 1984.
• On June 15, 1983, Bergen purchased equipment for
$392,000 cash.
• On July 1, 1983, Bergen sold equipment costing
$52,000, with a book value of $28,000, for $33,000
cash.
• On September 1, 1983, Bergen paid a $20,000 addi
tional tax assessment for 1982 due to an error in tax cal
culation discovered by the Internal Revenue Service.
This payment was appropriately recorded by Bergen as
a prior period adjustment.
• On December 31, 1983, Bergen leased equipment
from Tilden Company, for a ten-year period. Equal
payments under the lease are $25,000 and are due on
December 31 each year. The first payment was made on
December 31, 1983. The present value at December 31,
1983, of the ten lease payments is $158,000. Bergen
appropriately recorded the lease as a capital lease. The
$25,000 lease payment due on December 31, 1984, will
consist of $9,000 principal and $16,000 interest.
• Bergen’s net income for 1983 is $253,000.
• Bergen owns a 10% interest in the voting common
stock of Mason, Inc. which is appropriately accounted
for by the cost method. Mason reported net income of
$120,000 for the year ended December 31, 1983, and
paid a common stock dividend of $55,000 during 1983.
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Required:

Number 5 (Estimated tim e----- 40 to 50 minutes)
Linden, Inc., had the following long-term receivable
account balances at December 31, 1982:

1. Prepare the long-term receivables section of
Linden’s balance sheet at December 31, 1983.

Note receivable from sale of division
Note receivable from officer

2. Prepare a schedule showing the current portion
of the long-term receivables and accrued interest
receivable that would appear in Linden’s balance sheet
at December 31, 1983.

$1,500,000
400,000

Transactions during 1983 and other information rela
ting to Linden’s long-term receivables were as follows:

3. Prepare a schedule showing interest income from
the long-term receivables and gains recognized on sale
of assets that would appear on Linden’s income state
ment for the year ended December 31, 1983.

• The $1,500,000 note receivable is dated May 1,
1982, bears interest at 9%, and represents the balance of
the consideration received from the sale of Linden’s
electronics division to Pitt Company. Principal
payments of $500,000 plus appropriate interest are due
on May 1, 1983, 1984, and 1985. The first principal and
interest payment was made on May 1, 1983. Collection
of the note installments is reasonably assured.
• The $400,000 note receivable is dated December 31,
1980, bears interest at 8%, and is due on December 31,
1985. The note is due from Robert Finley, president of
Linden, Inc., and is collateralized by 10,000 shares of
Linden’s common stock. Interest is payable annually on
December 31 and all interest payments were paid on
their due dates through December 31, 1983. The quoted
market price of Linden’s common stock was $45 per
share on December 31, 1983.
• On April 1, 1983, Linden sold a patent to Bell
Company in exchange for a $100,000 noninterest bear
ing note due on April 1, 1985. There was no established
exchange price for the patent, and the note had no ready
market. The prevailing rate of interest for a note of this
type at April 1, 1983, was 15%. The present value of $1
for two periods at 15% is 0.756. The patent had a carry
ing value of $40,000 at January 1, 1983, and the amor
tization for the year ended December 31, 1983, would
have been $8,000. The collection of the note receivable
from Bell is reasonably assured.•
• On July 1, 1983, Linden sold a parcel of land to
Carr Company for $200,000 under an installment sale
contract. Carr made a $60,000 cash down payment on
July 1, 1983, and signed a four-year 16% note for the
$140,000 balance. The equal annual payments of prin
cipal and interest on the note will be $50,000 payable on
July 1, 1984, through July 1, 1987. The land could have
been sold at an established cash price of $200,000. The
cost of the land to Linden was $150,000. Circumstances
are such that the collection of the installments on the
note is reasonably assured.
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(Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants
and adopted by the examining boards o f all states, territories, and the District o f Columbia.)

EXAMINATION IN ACCOUNTING PRACTICE — PART II

May 3, 1984; 1:30 to 6:00 P.M.

NOTE TO CANDIDATES: Suggested time allotments are as follows:
Estimated Minutes
Minimum Maximum

All questions are required:
No.
No.
No.
No.
No.

1
2
3
4
5

..............................................................................................
..............................................................................................
..............................................................................................
..............................................................................................
..............................................................................................

Total

45
45
45
45
40

55
55
55
55
50

220

270

INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1.

You must arrange the papers in numerical order of
the questions. If more than one page is required for
an answer, write “ continued” at the bottom of the
page. Number pages consecutively. For instance,
if 12 pages are used for your answers, they should
be numbered 1 through 12. The printed answer
sheet provided for the objective-type items should
be considered to be Page 1.

3.

Support all problem-type answers with properly
labeled and legible calculations that can be
identified as sources of amounts in formal
schedules, entries, worksheets, or other answers, to
show how your final answer was derived. Failure
to enclose supporting calculations may result in loss
of grading points because it may be impossible to
determine how your amounts were computed.

2.

Answer all objective-type items on the printed
answer sheet provided for that purpose. It is to
your advantage to attempt all questions even if you
are uncertain of the answer. You are likely to get
the highest score if you omit no answers. Since
objective items are computer-graded, your com
ments and calculations associated with them are not
considered.

4.

A CPA is continually confronted with the necessity
of expressing opinions and conclusions in written
reports in clear, unequivocal language. Although
the primary purpose of the examination is to test
the candidate’s knowledge and application of the
subject matter, the ability to organize and present
such knowledge in acceptable written language will
be considered by the examiners.
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3. Rose Budd owns 55% of the outstanding stock of
Kee Corp. During 1983, Kee sold a machine to Rose for
$80,000. This machine had an adjusted tax basis of
$92,000, and had been owned by Kee for three years. What
is the allowable loss that Kee can claim in its 1983 income
tax return?
a. $12,000 Section 1245 loss.
b. $12,000 Section 1231 loss.
c. $12,000 ordinary loss.
d. $0.

Number 1 (Estimated tim e----- 45 to 55 minutes)
Instructions
Select the best answer for each of the following items
relating to the federal income taxation of corporations and
partnerships. Use a soft pencil, preferably No. 2, to
blacken the appropriate circle on the separate printed
answer sheet to indicate your answer. The answers should
be based on the Internal Revenue Code and Tax Regula
tions in effect for the tax period specified in the item. If
no tax period is specified, use the current Internal Revenue
Code and Tax Regulations. Mark only one answer for each
item. Answer all items. Your grade will be based on the
total number of your correct answers.
The following is an example of the manner in which
the answer sheet should be marked:

4. Pursuant to a plan of corporate reorganization
adopted in 1983, Emil Gow exchanged 2,000 shares of Bly
Corp. common stock for 3,600 shares of Rolf Corp. com
mon stock. Gow had paid $75,000 for the Bly stock. The
fair market value of the Rolf stock was $86,000 on the
date of the exchange. As a result of this exchange, how
much was Gow’s recognized gain and his basis in the Rolf
stock?

Item
97. Baker Corporation’s income from operations for the
year amounted to $100,000. In addition, Baker Corpora
tion had net rental income of $5,000 and $ 1,000 of interest
income on bank accounts. How much was Baker Corpora
tion’s taxable income for the year?
a. $ 1,000
b. $ 5,000
c. $100,000
d. $106,000

a.
b.
c.
d.

Recognized gain
$11,000
$11,000
$0
$0

Basis
$86,000
$75,000
$86,000
$75,000

5. Arch Corp. sold machinery for $80,000 on December
31, 1983. This machinery was purchased on January 2,
1979, for $68,000, and had an adjusted basis of $40,000
at the date of sale. For 1983 Arch should report
a. Ordinary income of $12,000 and Section 1231
gain of $28,000.
b. Ordinary income of $28,000 and Section 1231
gain of $12,000.
c. Ordinary income of $40,000.
d. Section 1231 gain of $40,000.

Answer Sheet
97.
Items to be Answered
1. Dale Corporation’s book income before federal
income taxes was $520,000 for the year ended December
3 1 , 1983. Dale was organized three years earlier. Organiza
tion costs of $260,000 are being written off over a
ten-year period for financial statement purposes. For tax
purposes these costs are being written off over the
minimum allowable period. For the year ended December
31, 1983, Dale’s taxable income was
a. $468,000
b. $494,000
c. $520,000
d. $546,000

6. Tyson Corp. distributed marketable securities in
redemption of its stock in a complete liquidation. These
securities had a basis of $300,000 and a fair market value
of $450,000. What gain does Tyson have as a result of
the distribution?
a. $0.
b. $150,000 capital gain.
c. $150,000 Section 1231 gain.
d. $150,000 ordinary gain.
7. The following accounts are among those appearing
on the books of Nilon, Inc.:

2. Roper Corp. had operating income of $200,000, after
deducting $12,000 for contributions, but not including
dividends of $20,000 received from nonaffiliated domestic
taxable corporations. How much is the base amount to
which the percentage limitation should be applied in
computing the maximum allowable deduction for
contributions?
a. $212,000
b. $215,000
c. $220,000
d. $232,000

Goodwill
Treasury stock, at cost
The capital assets amount to
a. $6,000
b. $5,000
c. $1,000
d. $0

16

$1,000
5,000

Accounting Practice—Part II
14. Gladys Peel owns an 80% interest in the capital and
profits of the partnership of Peel & Poe. On July 1 , 1983,
Peel bought surplus land from the partnership at the land's
fair market value of $10,000. The partnership’s basis in
the land was $16,000. For the year ended December 31,
1983, the partnership’s net income was $94,000, after
recording the $6,000 loss on the sale of land. Peel’s
distributive share of ordinary income from the partner
ship for 1983 was
a. $70,400
b. $75,200
c. $78,200
d. $80,000

Items 8 through 10 are based on the following data:
Pym, Inc., which had earnings and profits of
$100,000, distributed land to Alex Rowe, a stockholder,
as a dividend in kind. Pym’s adjusted basis for this land
was $3,000. The land had a fair market value of $12,000
and was subject to a mortgage liability of $5,000, which
was assumed by Rowe.
8.

How much was Pym’s gain on the distribution?
a. $9,000
b. $4,000
c. $2,000
d. $0

15. In a corporation that has no cash and does not own
any stock or securities, the one-month liquidation under
Code Section 333
a . Is available only if the corporation is collapsible.
b. Can be in partial redemption of the corpora
tion’s capital stock.
c. Results in the corporation’s earnings and prof
its being taxed as an ordinary dividend to non
corporate stockholders.
d. Is required to take effect in the same month in
which the election was made.

9. Before the dividend exclusion, how much of the
distribution was taxable to Rowe as a dividend?
a. $9,000
b. $7,000
c. $4,000
d. $3,000
10. If the distribution of the dividend in kind had been
made to Kile Corporation instead of to Alex Rowe (an
individual), how much of the distribution would be reportable by Kile as a dividend, before the dividends-received
deduction?
a. $0
b. $ 3,000
c. $ 7,000
d. $12,000

16. Lindal Corp., organized in 1984, immediately filed
an election for S corporation status under the rules of Sub
chapter S. What is the maximum amount of passive in
vestment income that Lindal will be allowed to earn and
still qualify as an S corporation (Subchapter S)?
a. 80% of gross receipts.
b. 50% of gross receipts.
c. 20% of gross receipts.
d. No limit on passive investment income.

11. In computing a corporation’s taxable income, a net
capital loss is
a. Deductible in full in the year sustained.
b. Deductible to a maximum extent of 50% in the
year sustained.
c. Not deductible at all in the year sustained.
d. Limited to a maximum deduction of $3,000 in
the year sustained.

17. Morris Babb, sole proprietor of Babb Fabrics, hired
Ken Ryan on January 1, 1981, for an agreed salary and
the promise of a 10% partnership capital interest if Ryan
continued in Babb’s employ until December 3 1 , 1983. On
January 1, 1984, when the enterprise’s net worth was
$100,000, the partnership was formed as agreed. Ryan
should treat the receipt of his partnership interest in 1984 as
a. Nontaxable.
b. $10,000 ordinary income.
c. $10,000 short-term capital gain.
d. $10,000 long-term capital gain.

12. The accumulated earnings tax does not apply to cor
porations that
a. Have more than one class of stock.
b. Are personal holding companies.
c. Are members of a controlled group.
d. Are manufacturing enterprises.

18.

13. Ace Corp. files a consolidated return with its whollyowned subsidiary, Barr Corp. During 1983, Barr paid a
cash dividend of $10,000 to Ace. How much of this divi
dend is taxable on the 1983 consolidated return?
a. $0
b. $ 1,500
c. $ 8,500
d. $10,000
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The personal holding company tax
a. Is imposed on corporations having 50 or more
equal stockholders.
b. Applies regardless of the extent of dividend
distributions.
c. Should be self-assessed by filing a separate
schedule along with the regular tax return.
d. May apply if at least 20% of the corporation’s
gross receipts constitute passive investment in
come.

Examination Questions—May 1984
19. In 1984 Peggy Pink contributed property to a new
partnership in return for a 50% interest in capital and prof
its. The property had a fair market value of $10,000, an
adjusted basis of $6,000, and was subject to a $9,000 mort
gage which was assumed by the partnership. What was
Pink’s basis in the partnership as a result of this
contribution?
a. $5,500
b. $1,500
c. $ 500
d. $0

Items 22 through 28 are based on the following data:
Laura Lewis has been legally separated from her hus
band, Herman, since 1982. Their three-year old son,
Ronald, lived with Laura for the entire year 1983. Under
the written separation agreement between Laura and Her
man, Herman was obligated to pay Laura $300 per month
for alimony and $200 per month for child support, or a
total of $6,000 annually. However, Laura received a total
of only $300 from Herman during 1983. Laura’s other
income in 1983 was from the following sources:

20. James Bell, CPA, a sole practitioner reporting on
the cash basis, incorporated his accounting practice in
1984, transferring the following assets to the newly formed
corporation:
Cash
Office furniture
and equipment:
Adjusted basis
Fair market value

Salary
Interest on insurance dividends
left on deposit with a
life insurance company
Interest on federal income tax
refund

$ 5,000
35,000
45,000

$20,000
100
60

In addition, Laura’s father, Albert, gave Laura a gift of
500 shares of Liba Corporation common stock in 1983.
Albert’s basis for the Liba stock was $4,000. At the date
of this gift, the fair market value of the Liba stock was
$3,000.

No liabilities were transferred, and there were no other
stockholders. The corporation’s total basis for the
transferred assets is
a. $35,000
b. $40,000
c. $45,000
d. $50,000

22.

Number 2 (Estimated tim e----- 45 to 55 minutes)

What was Laura’s filing status for 1983?
a. Single.
b. Married filing separate return.
c. Unmarried head of household.
d. Married head of household.

23. How much alimony was includible in Laura’s 1983
taxable income?
a. $0
b. $ 300
c. $3,600
d. $6,000

Instructions
Select the best answer for each of the following items
relating to the federal income taxation of individuals.
Use a soft pencil, preferably No. 2, to blacken the ap
propriate circle on the separate printed answer sheet to
indicate your answer. The answers should be based on the
Internal Revenue Code and Tax Regulations in effect for
the tax period specified in the item. If no tax period is
specified, use the current Internal Revenue Code and Tax
Regulations. Mark only one answer for each item. Answer
all items. Your grade will be based on the total number
of your correct answers.

24. How much interest was includible in Laura’s 1983
taxable income?
a. $0
b. $ 60
c. $100
d. $160

Items to be Answered

25. How much was includible in Laura’s 1983 taxable
income for the 500 shares of Liba stock?
a. $0
b. $3,000
c. $3,500
d. $4,000

21. Earl Cook, who worked as a machinist for Preci
sion Corp., loaned Precision $1,000 in 1980. Cook did
not own any of Precision’s stock, and the loan was not
a condition of Cook’s employment by Precision. In 1984,
Precision declared bankruptcy, and Cook’s note receivable
from Precision became worthless. What loss can Cook
claim on his 1984 income tax return?
a. $0.
b. $ 500 long-term capital loss.
c. $1,000 short-term capital loss.
d. $1,000 business bad debt.

26. If Laura sells the 500 shares of Liba stock in 1984
for $5,000, her basis is
a. $5,000
b. $4,000
c. $3,000
d. $0
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30. How much could Roger deduct in 1983 for medical
and dental expenses?
a. $0
b. $ 150
c. $ 700
d. $1,200

27. If Laura sells the 500 shares of Liba stock in 1984
for $2,000, her basis is
a. $4,000
b. $3,000
c. $2,000
d.

$0

31.

28. If Laura sells the 500 shares of Liba stock in 1984
for $3,500, what is the reportable gain or loss in 1984
before the long-term capital gain deduction?
a. $3,500 gain.
b. $ 500 gain.
c. $ 500 loss.
d. $0.

32. How much could Roger deduct in 1983 for
miscellaneous deductions?
a. $0
b. $200
c. $600
d. $800

Items 29 through 34 are based on the following data:

33. How much could Roger deduct in 1983 for the
casualty loss?
a. $0
b. $100
c. $300
d. $400

Roger Efron, who is single and has no dependents,
earned a salary of $50,000 in 1983, and had an adjusted
gross income of $60,000. Roger has been an active par
ticipant in a qualified noncontributory pension plan since
1972. Roger itemized his deductions on his 1983 income
tax return. Among Roger’s 1983 cash expenditures were
the following:
Real estate taxes on
Roger’s condominium
Contribution to an
individual retirement
account ($200 interest
was earned on this
IRA in 1983)
Dental expenses
Premium on Roger’s
life insurance policy
Medical insurance premiums
Contribution to candidate
for public office
Legal fee for preparation
of Roger’s will
Customs duties
City dog license fee

How much could Roger deduct in 1983 for taxes?
a. $4,000
b. $4,010
c. $4,080
d. $4,090

34. How much of a credit could Roger offset against his
1983 income tax, for his contribution to a candidate for
public office?
a. $0
b. $ 50
c. $100
d. $150

$4,000

2,000
700
600
500
300

35. For the year ended December 3 1 , 1983, Elmer Shaw
earned $3,000 interest at Prestige Savings Bank, on a time
savings account scheduled to mature in 1985. In January
1984, before filing his 1983 income tax return, Shaw in
curred a forfeiture penalty of $1,500 for premature
withdrawal of the funds from his account. Shaw should
treat this $1,500 forfeiture penalty as a
a. Penalty not deductible for tax purposes.
b . Deduction from gross income in arriving at 1984
adjusted gross income.
c. Deduction from 1984 adjusted gross income,
deductible only if Shaw itemizes his deductions
for 1984.
d . Reduction of interest earned in 1983, so that only
$1,500 of such interest is taxable on Shaw’s 1983
return.

200
80
10

In addition, Roger suffered a casualty loss of $400 in 1983
due to storm damage.
29. How much could Roger deduct for the contribution
to his individual retirement account in arriving at his 1983
adjusted gross income?
a. $0
b. $1,500
c. $1,800
d. $2,000
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40. How much of the gain on sale of the residence should
be excluded from 1983 taxable income?
a. $125,000
b. $100,000
c. $ 75,000
d. $0

Items 36 through 40 are based on the following data:
John Budd, who was 58 at the date of his death on
July 1 , 1983, received $1,000 interest in 1983 on municipal
bonds. John’s wife, Emma, age 57, received a $300 televi
sion set in 1983 as a gift for opening a long-term savings
account at a bank. Upon John’s death, Emma received
life insurance proceeds of $60,000 under a group policy
paid for by John’s employer. In addition, an employee
death benefit of $7,500 was paid to Emma by John’s
employer. A month before John died, John and Emma
sold their house for $225,000. They had lived in this house
since 1970 and held the property as tenants by the entire
ty. Their basis for this property was $100,000. No replace
ment property was purchased and Emma does not intend
to buy another residence. Emma did not remarry in 1983.
Emma is executrix of John’s estate.

Number 3 (Estimated tim e----- 45 to 55 minutes)
Instructions
Select the best answer for each of the following items
relating to a variety of not-for-profit and governmental
accounting problems. Use a soft pencil, preferably No.
2, to blacken the appropriate circle on the separate printed
answer sheet to indicate your answer. Mark only one
answer for each item. Answer all items. Your grade will
be based on the total number of your correct answers.
Items to be Answered

36. With regard to John’s and Emma’s filing status for
1983, Emma should file
a. As a single individual, and a separate return
should be filed for John as unmarried head of
household.
b. As a qualifying widow, and a separate return
should be filed for John as married head of
household.
c. As a qualifying widow, and a separate return
should be filed for John as a single deceased
individual.
d. A joint return including John, as married
taxpayers.

Items 41 through 43 are based on the following data:
Under Abbey Hospital’s established rate structure,
the hospital would have earned patient service revenue
of $6,000,000 for the year ended December 31, 1983.
However, Abbey did not expect to collect this amount
because of charity allowances of $ 1,000,000 and discounts
of $500,000 to third-party payors. In May 1983, Abbey
purchased bandages from Lee Supply Co. at a cost of
$1,000. However, Lee notified Abbey that the invoice was
being cancelled and that the bandages were being donated
to Abbey. At December 31, 1983, Abbey had boarddesignated assets consisting of cash $40,000, and in
vestments $700,000.

37. How much taxable interest was received by John
and Emma in 1983?
a. $0
b. $ 300
c. $1,000
d. $1,300

41. For the year ended December 31, 1983, how much
should Abbey record as patient service revenue?
a. $6,000,000
b. $5,500,000
c. $5,000,000
d. $4,500,000
42. For the year ended December 31, 1983, Abbey
should record the donation of bandages as
a. A $1,000 reduction in operating expenses.
b. Nonoperating revenue of $1,000.
c. Other operating revenue of $1,000.
d. A memorandum entry only.

38. How much of the group life insurance proceeds
should be excluded from 1983 taxable income?
a. $0
b. $ 5,000
c. $50,000
d. $60,000

43. How much of Abbey’s board-designated assets
should be included in the unrestricted fund grouping?
a. $0
b. $ 40,000
c. $700,000
d. $740,000

39. How much of the employee death benefit should be
excluded from 1983 taxable income?
a. $0
b. $4,500
c. $5,000
d. $7,500
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Items 48 through 50 are based on the following data
relating to Lely Township:

Items 44 and 45 are based on the following data:
Community Service Center is a voluntary welfare
organization funded by contributions from the general
public. During 1983, unrestricted pledges of $900,000 were
received, half of which were payable in 1983, with the other
half payable in 1984 for use in 1984. It was estimated that
10% of these pledges would be uncollectible. In addition,
Selma Zorn, a social worker on Community’s permanent
staff, earning $20,000 annually for a normal workload
of 2,000 hours, contributed an additional 800 hours of
her time to Community, at no charge.

Printing and binding equipment used
for servicing all of Lely’s depart
ments and agencies, on a costreimbursement basis

$100,000

Equipment used for supplying water to
Lely’s residents

900,000

44. How much should Community report as net con
tribution revenue for 1983 with respect to the pledges?
a. $0
b. $405,000
c. $810,000
d. $900,000

Receivables for completed sidewalks to
be paid for in installments by
affected property owners

950,000

Cash received from federal govern
ment, dedicated to highway
maintenance, which must be ac
counted for in a separate fund

995,000

45. How much should Community record in 1983 for
contributed service expense?
a. $8,000
b. $4,000
c. $ 800
d. $0

48. How much should be accounted for in a special revenue
fund or funds?
a. $ 995,000
b. $1,050,000
c. $1,095,000
d. $2,045,000
49. How much could be accounted for in an internal
service fund?
a. $100,000
b. $900,000
c. $950,000
d. $995,000

46. Cura Foundation, a voluntary health and welfare
organization supported by contributions from the general
public, included the following costs in its statement of
functional expenses for the year ended December 3 1 , 1983:
Fund-raising
Administrative
(including data
processing)
Research

50. How much could be accounted for in an enterprise
fund?
a. $100,000
b. $900,000
c. $950,000
d. $995,000

$500,000
300,000
100,000

Cura’s functional expenses for 1983 program services
included
a. $900,000
b. $500,000
c. $300,000
d. $100,000

51. For the spring semester of 1984, Lane University
assessed its students $3,400,000 (net of refunds), covering
tuition and fees for educational and general purposes.
However, only $3,000,000 was expected to be realized
because scholarships totaling $300,000 were granted to
students, and tuition remissions of $100,000 were allowed
to faculty members’ children attending Lane. How much
should Lane include in educational and general current funds
revenues from student tuition and fees?
a. $3,400,000
b. $3,300,000
c. $3,100,000
d. $3,000,000

47. Fred Bosin donated a building to Palma City in 1983.
Bosin’s original cost of the property was $100,000. Ac
cumulated depreciation at the date of the gift amounted
to $60,000. Fair market value at the date of the gift was
$300,000. In the general fixed assets account group, at
what amount should Palma record this donated fixed
asset?
a. $300,000
b. $100,000
c. $ 40,000
d. $0
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56. On May 1, 1984, Lila Lee established a $50,000 en
dowment fund, the income from which is to be paid to
Waller Hospital for general operating purposes. Waller
does not control the fund’s principal. Anders National
Bank was appointed by Lee as trustee of this fund. What
journal entry is required on Waller’s books?

Items 52 through 54 are based on the following data:
The Board of Commissioners of Vane City adopted
its budget for the year ending July 31, 1985, comprising
estimated revenues of $30,000,000 and appropriations of
$29,000,000. Vane formally integrates its budget into the
accounting records.
52.

What entry should be made for budgeted revenues?
a. Memorandum entry only.
b. Debit estimated revenues receivable control,
$30,000,000.
c. Debit estimated revenues control,
$30,000,000.
d. Credit estimated revenues control, $30,000,000.

Memorandum entry only

b.

Nonexpendable
endowment fund
Endowment fund
balance

c.

53. What entry should be made for budgeted
appropriations?
a. Memorandum entry only.
b. Credit estim ated expenditures payable
control, $29,000,000.
c. Credit appropriations control, $29,000,000.
d. Debit estimated expenditures control,
$29,000,000.

d.

Debit
—

Credit

$50,000
$50,000

Cash
Endowment fund
balance

50,000

Cash
Nonexpendable
endowment fund

50,000

50,000

50,000

57. The following items were among Payne Township’s
general fund expenditures during the year ended July 31,
1983:

54. What entry should be made for the budgeted excess
of revenues over appropriations?
a. Memorandum entry only.
b. Credit budgetary fund balance, $1,000,000.
c. Debit estimated excess revenues control,

Minicomputer for tax
collector’s office
Equipment for
Township Hall

$ 1, 000 , 000 .

d.

a.

Debit excess revenues receivable control,

$44,000
80,000

$ 1, 000 , 000 .

How much should be classified as fixed assets in Payne’s
general fund balance sheet at July 31, 1983?
a. $124,000
b. $ 80,000
c. $ 44,000
d. $0
55. The following funds were among those on Kery
University’s books at April 30, 1984:
Funds to be used for acquisition
of additional properties for
University purposes (unexpended
at 4/30/84)
Funds set aside for debt service charges
and for retirement of indebtedness
on University properties

58. Ariel Village issued the following bonds during the
year ended June 30, 1983:
For installation of street lights, to
be assessed against properties
benefitted
For construction of public swimming
pool; bonds to be paid from pledged
fees collected from pool users

$3,000,000

5,000,000

How much of the above-mentioned funds should be in
cluded in plant funds?
a. $0
b. $3,000,000
c. $5,000,000
d. $8,000,000

$300,000
400,000

How much should be accounted for through debt service
funds for payments of principal over the life of the bonds?
a. $0
b. $300,000
c. $400,000
d. $700,000
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Items 59 and 60 are based on the following data:
Albee Township’s fiscal year ends on June 30. Albee
uses encumbrance accounting. On April 5, 1984, an ap
proved $1,000 purchase order was issued for supplies.
Albee received these supplies on May 2, 1984, and the
$1,000 invoice was approved for payment.
59. What journal entry should Albee make on April 5,
1984, to record the approved purchase order?

a.

Memorandum entry only

b.

Encumbrances control
Fund balance reserved
for encumbrances

c.
d.

Debit
—

Credit
—

$1,000
$1,000

Supplies
Vouchers payable

1,000

Encumbrances control
Appropriations control

1,000

1,000
1,000

60. What journal entry or entries should Albee make
on May 2, 1984, upon receipt of the supplies and
approval of the invoice?

a.

b.
c.

d.

Appropriations control
Encumbrances control
Supplies
Vouchers payable
Supplies
Vouchers payable
Fund balance reserved
for encumbrances
Encumbrances
control
Expenditures control
Vouchers payable
Encumbrances control
Appropriations control
Fund balance
Vouchers payable

Debit
$1,000

Credit
$1,000

1,000
1,000
1,000
1,000
1,000
1,000
1,000
1,000
1,000
1,000
1,000
1,000
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Number 4 (Estimated tim e ----- 45 to 55 minutes)
Part b. Chee Corporation’s post-closing trial balance
at December 31, 1983, was as follows:

Number 4 consists of two unrelated parts.

Chee Corporation
POST-CLOSING TRIAL BALANCE
December 31, 1983

Part a.
Mat Company’s cost of goods sold for the
month ended March 31, 1984, was $345,000. Ending
work in process inventory was 90% of beginning work
in process inventory. Factory overhead applied was 50%
of direct labor cost. Other information pertaining to Mat
Company’s inventories and production for the month of
March is as follows:
Beginning inventories — March 1
Direct materials
Work in process
Finished goods
Purchases of direct materials
during March
Ending inventories — March 31
Direct materials
Work in process
Finished goods

Dr.

Cr.
$ 290,000

Accounts payable
$ 550,000
Accounts receivable
Accumulated depreciation —
building and equipment
200,000
Additional paid-in capital —
common
In excess of par value
1,560,000
From sale of treasury
stock
250,000
Allowance for doubtful
accounts
30,000
Allowance to reduce long-term
25,000
equity securities to market
400,000
Bonds payable
1,100,000
Building and equipment
Cash
220,000
Common stock ($1 par value)
150,000
Dividends payable on
preferred stock — cash
4,000
Inventories
620,000
380,000
Land
Long-term equity securities
310,000
at cost
Marketable equity securities
at cost
215,000
Net unrealized loss on long
25,000
term equity securities
Preferred stock ($50 par value)
500,000
Prepaid expenses
40,000
Retained earnings
231,000
Treasury stock — common
at cost
180,000
Totals
$3,640,000 $3,640,000

$ 20,000
40,000
102,000
110,000
26,000
?
105,000

Required:
1. Prepare a schedule of cost of goods manufac
tured for the month of March.
2. Prepare a schedule to compute the prime cost
incurred during March.
3. Prepare a schedule to compute the conversion
cost charged to work in process during March.

At December 31, 1983, Chee had the following number of
common and preferred shares:
Authorized
Issued
Outstanding

Common
500,000
150,000
140,000

Preferred
50,000
10,000
10,000

The dividends on preferred stock are $4 cumulative. In
addition, the preferred stock has a preference in liquida
tion of $50 per share.
Required:
Prepare the stockholders’ equity section of Chee’s
balance sheet at December 31, 1983.
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Number 5 (Estimated tim e----- 40 to 50 minutes)
At the beginning o f 1984, Beal Company adopted the following standards:

__________Input_______
Direct materials
Direct labor
Factory overhead:
Variable
Fixed

3 lbs. @ $2.50 per lb.
5 hrs. @ $7.50 per hr.
$3.00 per direct labor hour
$4.00 per direct labor hour

Standard cost per unit

Total
$ 7.50
37.50
15.00
20.00
$80.00

Normal volume per month is 40,000 standard labor hours. Beal’s January 1984 budget was based
on normal volume. During January Beal produced 7,800 units, with records indicating the following:
Direct materials purchased
Direct materials used
Direct labor
Factory overhead

25,000 lbs. @ $2.60
23,100 lbs.
40,100 hrs. @ $7.30
$300,000

Required:
a. Prepare a schedule o f budgeted production costs for January 1984, based on actual produc
tion o f 7,800 units.
b. For the month o f January 1984, compute the following variances, indicating whether each
is favorable or unfavorable:
1. Direct materials price variance, based on purchases.
2. Direct materials usage variance.
3. Direct labor rate variance.
4. Direct labor efficiency variance.
5. Factory overhead spending variance.
6. Variable factory overhead efficiency variance.
7. Factory overhead volume variance.
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Uniform Certified Public Accountant Examination
(Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants
and adopted by the examining boards o f all states, territories, and the District o f Columbia.)

EXAMINATION IN AUDITING

May 3, 1984; 8:30 A.M. to 12:00 M.

NOTE TO CANDIDATES: Suggested time allotments are as follows:
Estimated Minutes
Minimum Maximum

All questions are required:
No.
No.
No.
No.
No.

1
2
3
4
5

......................................................
......................................................
......................................................
......................................................
......................................................

......................................
......................................
......................................
......................................
......................................

90
15
15
15
15

110
25
25
25
25

T o ta l................................................ ......................................

150

210

INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)

1.

2.

are uncertain of the answer. You are likely to get
the highest score if you omit no answers.

You must arrange the papers in numerical order of
the questions. If more than one page is required for
an answer, write “ continued” at the bottom of the
page. Number pages consecutively. For instance,
if 12 pages are used for your answers, they should
be numbered 1 through 12. The printed answer
sheet provided for the objective-type items should
be considered to be Page 1.

3.

Answer all objective-type items on the printed
answer sheet provided for that purpose. It is to
your advantage to attempt all questions even if you
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A CPA is continually confronted with the necessity
of expressing opinions and conclusions in written
reports in clear, unequivocal language. Although
the primary purpose of the examination is to test
the candidate’s knowledge and application of the
subject matter, the ability to organize and present
such knowledge in acceptable written language
will be considered by the examiners.

Auditing
4. An auditor’s report on financial statements that
are prepared in accordance with a comprehensive basis
of accounting other than generally accepted accounting
principles should preferably include all of the following,
except
a. Disclosure of the fact that the financial
statements are not intended to be presented in
conformity with generally accepted accounting
principles.
b. An opinion as to whether the use of the dis
closed method is appropriate.
c. An opinion as to whether the financial state
ments are presented fairly in conformity with
the basis of accounting described.
d . An opinion as to whether the disclosed basis of
accounting has been applied in a manner con
sistent with the preceding period.

Number 1 (Estimated tim e----- 90 to 110 minutes)
Instructions
Select the best answer for each of the following
items. Use a soft pencil, preferably No. 2, to blacken the
appropriate circle on the separate printed answer sheet
to indicate your answer. Mark only one answer for each
item. Answer all items. Your grade will be based on the
total number of your correct answers.
The following is an example of the manner in which
the answer sheet should be marked:
Item
96. One of the generally accepted auditing standards
specifies that the auditor should
a. Inspect all fixed assets acquired during the year.
b. Charge fair fees based on cost.
c. Make a proper study and evaluation of the ex
isting internal control.
d. Count client petty cash funds.

5. The auditor would be least likely to be concerned
about internal control as it relates to
a. Land and buildings.
b. Common stock.
c. Shareholder meetings.
d. Minutes of board of directors meetings.

Answer Sheet

6. In the confirmation of accounts receivable the
auditor would most likely
a. Request confirmation of a sample of the
inactive accounts.
b. Seek to obtain positive confirmations for at
least 50% of the total dollar amount of the
receivables.
c. Require confirmation of all receivables from
agencies of the federal government.
d. Require that confirmation requests be sent
within one month of the fiscal year-end.

96.
Items to be Answered
1.
Adequate technical training and proficiency as an
auditor encompasses an ability to understand an EDP
system sufficiently to identify and evaluate
a. The processing and imparting of information.
b. Essential accounting control features.
c. All accounting control features.
d. The degree to which programming conforms
with application of generally accepted accoun
ting principles.

7.

2.
The auditor faces a risk that the examination will
not detect material errors in the financial statements. In
regard to minimizing this risk, the auditor primarily
relies on
a. Substantive tests.
b. Compliance tests.
c. Internal control.
d. Statistical analysis.

Statistical sampling provides a technique for
a. Exactly defining materiality.
b. Greatly reducing the amount of substantive
testing.
c. Eliminating judgment in testing.
d . Measuring the sufficiency of evidential m atter.

8. The least important evidence of a CPA firm’s
evaluation of its system of quality controls would con
cern the CPA firm’s policies and procedures with
respect to
a. Employment (hiring).
b. Confidentiality of audit engagements.
c. Assigning personnel to audit engagements.
d. Determination of audit fees.

3.
When the audited financial statements of the prior
year are presented together with those of the current
year, the continuing auditor’s report should cover
a. Both years.
b. Only the current year.
c. Only the current year, but the prior year’s
report should be presented.
d. Only the current year, but the prior year’s
report should be referred to.

9. Each page of the financial statements compiled by
an accountant should include a reference such as
a. See accompanying accountant’s footnotes.
b. Unaudited, see accountant’s disclaimer.
c. See accountant’s compilation report.
d. Subject to compilation restrictions.
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15. First Federal S & L has an on-line real-time
system, with terminals installed in all of its branches.
This system will not accept a customer’s cash
withdrawal instructions in excess of $1,000 without the
use of a “ terminal audit key.’’ After the transaction is
authorized by a supervisor, the bank teller then pro
cesses the transaction with the audit key. This control
can be strengthened by
a. On-line recording of the transaction on an
audit over-ride sheet.
b. Increasing the dollar amount to $1,500.
c. Requiring manual, rather than on-line, recor
ding of all such transactions.
d. Using parallel simulation.

10. At times a sample may indicate that the auditor’s
planned degree of reliance on a given control is reason
able when, in fact, the true compliance rate does not
justify such reliance. This situation illustrates the risk of
a. Overreliance.
b. Underreliance.
c. Incorrect precision.
d. Incorrect rejection.
11. Which of the following expressions is least likely
to be included in a client’s representation letter?
a. No events have occurred subsequent to the
balance sheet date that require adjustment to,
or disclosure in, the financial statements.
b. The company has complied with all aspects of
contractual agreements that would have a ma
terial effect on the financial statements in the
event of noncompliance.
c. Management acknowledges responsibility for
illegal actions committed by employees.
d. Management has made available all financial
statements and related data.

16. Which of the following is not an auditing pro
cedure that is commonly used in performing compliance
tests?
a. Inquiring.
b. Observing.
c. Confirming.
d. Inspecting.
17. During a review of financial statements of a non
public entity, the CPA would be least likely to
a. Perform analytical procedures designed to
identify relationships that appear to be
unusual.
b. Obtain written confirmation from manage
ment regarding loans to officers.
c. Obtain reports from other accountants who
reviewed a portion of the total entity.
d. Read the financial statements and consider
conformance with generally accepted account
ing principles.

12. As one of the year-end audit procedures, the
auditor instructed the client’s personnel to prepare a
standard bank confirmation request for a bank account
that had been closed during the year. After the client’s
treasurer had signed the request, it was mailed by the
assistant treasurer. What is the major flaw in this audit
procedure?
a. The confirmation request was signed by the
treasurer.
b. Sending the request was meaningless because
the account was closed before the year-end.
c. The request was mailed by the assistant
treasurer.
d. The CPA did not sign the confirmation re
quest before it was mailed.

18. If the auditor believes there is minimal likelihood
that resolution of an uncertainty will have a material
effect on the financial statements, the auditor would
issue a(n)
a. “ Except for” opinion.
b. Adverse opinion.
c. Unqualified opinion.
d. “ Subject to ” opinion.

13. Which of the following constitutes a weakness in
the internal control of an EDP system?
a. One generation of backup files is stored in an
off-premises location.
b. Machine operators distribute error messages
to the control group.
c. Machine operators do not have access to the
complete systems manual.
d. Machine operators are supervised by the pro
grammer.

19. Auditors may use positive and/or negative forms
of confirmation requests for accounts receivable. An
auditor most likely will use
a. The positive form to confirm all balances
regardless of size.
b. A combination of the two forms, with the
positive form used for large balances and the
negative form for the small balances.
c. A combination of the two forms, with the
positive form used for trade receivables and
the negative form for other receivables.
d. The positive form when controls related to
receivables are satisfactory, and the negative
form when controls related to receivables are
unsatisfactory.

14. One of the major problems in an EDP system is
that incompatible functions may be performed by the
same individual. One compensating control for this is
the use of
a. Echo checks.
b. A self-checking digit system.
c. Computer generated hash totals.
d. A computer log.
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25. When reviewing the system of internal control, the
auditor would ordinarily prepare and obtain answers to
an internal control questionnaire based upon a tentative
flowchart of the system. The next step should ordinarily
be to
a. Determine the extent of audit work necessary
to form an opinion.
b. Arrive at a decision regarding the effectiveness
of the internal control system.
c. Gather enough evidence to determine if the in
ternal control system is functioning as de
scribed.
d. Make a preliminary evaluation of the internal
control system assuming satisfactory compli
ance.

20. The accountant’s report expressing an opinion on
an entity’s system of internal accounting control should
state that the
a. Establishment and maintenance of the system
of internal control are the responsibility of
management.
b. Objectives of the client’s system of internal
accounting control are being met.
c. Study and evaluation of the system of internal
control was conducted in accordance with
generally accepted auditing standards.
d. Inherent limitations of the client’s system of
internal accounting control were examined.
21. The theoretical distribution of means from all pos
sible samples of a given size is a normal distribution and
this distribution is the basis for statistical sampling.
Which of the following statements is not true with
respect to the sampling distribution of sample means?
a. Approximately 68% percent of the sample
means will be within one standard deviation
of the mean for the normal distribution.
b. The distribution is defined in terms of its
mean and its standard error of the mean.
c. An auditor can be approximately 95% confi
dent that the mean for a sample is within two
standard deviations of the population mean.
d. The items drawn in an auditor’s sample will
have a normal distribution.

26. As a result of analytical review procedures, the in
dependent auditor determines that the gross profit
percentage has declined from 30Vo in the preceding year
to 20% in the current year. The auditor should
a. Document management’s intentions with
respect to plans for reversing this trend.
b. Evaluate management’s performance in caus
ing this decline.
c. Require footnote disclosure.
d. Consider the possibility of an error in the
financial statements.
27. The auditor notices significant fluctuations in key
elements of the company’s financial statements. If
management is unable to provide an acceptable explana
tion, the auditor should
a. Consider the matter a scope limitation.
b. Perform additional audit procedures to in
vestigate the matter further.
c. Intensify the examination with the expectation
of detecting management fraud.
d. Withdraw from the engagement.

22. An auditor should obtain written representations
from management concerning litigation claims and
assessments. These representations may be limited to
matters that are considered either individually or collec
tively material provided an understanding on the limits
of materiality for this purpose has been reached by
a. The auditor and the client’s lawyer.
b. Management and the auditor.
c. Management, the client’s lawyer, and the
auditor.
d. The auditor independently of management.

28. The principal auditor is satisfied with the indepen
dence and professional reputation of the other auditor
who has audited a subsidiary. To indicate the division of
responsibility, the principal auditor should modify
a. Only the scope paragraph of the report.
b. Only the opinion paragraph of the report.
c. Both the scope and opinion paragraphs of the
report.
d. Only the opinion paragraph of the report and
include an explanatory middle paragraph.

23. Of the following which is the least persuasive type
of audit evidence?
a. Documents mailed by outsiders to the auditor.
b. Correspondence between auditor and ven
dors.
c. Copies of sales invoices inspected by the
auditor.
d. Computations made by the auditor.

29.
24. Totals of amounts in computer-record data fields
which are not usually added for other purposes but are
used only for data processing control purposes are
called
a. Record totals.
b. Hash totals.
c. Processing data totals.
d. Field totals.
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Analytical review procedures are
a. Substantive tests designed to evaluate a system
of internal control.
b. Compliance tests designed to evaluate the
validity of management’s representation letter.
c. Substantive tests designed to evaluate the
reasonableness of financial information.
d. Compliance tests designed to evaluate the
reasonableness of financial information.

Examination Questions—May 1984
35. Which of the following is not a specialist upon
whose work an auditor may rely?
a. Actuary.
b. Appraiser.
c. Internal auditor.
d. Engineer.

30. In examining cash disbursements, an auditor plans
to choose a sample using systematic selection with a ran
dom start. The primary advantage of such a systematic
selection is that population items
a. Which include irregularities will not be over
looked when the auditor exercises compatible
reciprocal options.
b. May occur in a systematic pattern, thus mak
ing the sample more representative.
c. May occur more than once in a sample.
d. Do not have to be prenumbered in order for
the auditor to use the technique.

36. Of the following, which is the most efficient audit
procedure for verification of interest earned on bond
investments?
a. Tracing interest declarations to an indepen
dent record book.
b. Recomputing interest earned.
c. Confirming interest rate with the issuer of the
bonds.
d. Vouching the receipt and deposit of interest
checks.

31. The auditor may refer to and identify a specialist
in the auditor’s report if the auditor
a. Expresses an unqualified opinion.
b. Believes it will facilitate an understanding of
the reason for modification of the report.
c. Wishes to indicate a division of responsibility.
d. Wishes to emphasize the thoroughness of the
audit.

37. The accountant’s report expressing an opinion on
an entity’s system of internal accounting control would
not include a
a. Description of the scope of the engagement.
b. Specific date that the report covers, rather
than a period of time.
c. Brief explanation of the broad objectives and
inherent limitations of internal accounting
control.
d. Statement that the entity’s system of internal
accounting control is consistent with that of
the prior year after giving effect to subsequent
changes.

32. When erroneous data are detected by computer
program controls, such data may be excluded from pro
cessing and printed on an error report. This error report
should be reviewed and followed up by the
a. Computer operator.
b. Systems analyst.
c. EDP control group.
d. Computer programmer.
33. A difference of opinion concerning accounting
and auditing matters relative to a particular phase of the
audit arises between an assistant auditor and the auditor
responsible for the engagement. After appropriate
consultation, the assistant auditor asks to be dis
associated from the resolution of the matter. The work
ing papers would probably be
a. Silent on the matter since it is an internal mat
ter of the auditing firm.
b. Expanded to note that the assistant auditor is
completely disassociated from responsibility
for the auditor’s opinion.
c. Expanded to document the additional work
required, since all disagreements of this type
will require expanded substantive testing.
d. Expanded to document the assistant auditor’s
position, and how the difference of opinion
was resolved.

38.

A CPA engaged in tax practice
a. May take a position contrary to a specific sec
tion of the IRS Code without disclosure.
b. May take a position contrary to Internal Rev
enue Service interpretations of the IRS Code
without disclosure.
c. Must disclose any position contrary to Treas
ury Department regulations concerning the
IRS Code.
d. Must not take a position contrary to Internal
Revenue Service interpretations of the IRS
Code without disclosure.

39. The predecessor auditor, who is satisfied after pro
perly communicating with the successor auditor, has
reissued a report because the audit client desires com
parative financial statements. The predecessor auditor’s
report should make
a. No reference to the report or the work of the
successor auditor.
b. Reference to the work of the successsor
auditor in the scope and opinion paragraphs.
c. Reference to both the work and the report of
the successor auditor only in the opinion
paragraph.
d. Reference to the report of the successor
auditor only in the scope paragraph.

34. The auditor is most likely to seek information
from the plant manager with respect to the
a. Adequacy of the provision for uncollectible
accounts.
b. Appropriateness of physical inventory obser
vation procedures.
c. Existence of obsolete machinery.
d. Deferral of procurement of certain necessary
insurance coverage.
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44. Which of the following is the correct order of per
forming the auditing procedures A through C below?
A = Compliance tests.
B = Preparation of a flowchart depicting the client’s
system of internal control.
C = Substantive tests.
a. ABC.
b. ACB.
c. BAC.
d. BCA.

40. During the course of an audit, the independent
CPA is often called upon to give informal advice on
many diverse questions. This type of service differs
from management advisory services in that this type of
service is informal and therefore
a. The CPA does not make any warranties with
respect to the competence of the extempora
neous advice.
b. The CPA is not exposed to liability as a conse
quence of the extemporaneous advice.
c. No presumption should exist that all pertinent
facts have been identified and considered.
d. No presumption should exist that the advice
will impact upon the operations of the
business enterprise.

45. An auditor’s examination reveals a misstatement
in segment information that is material in relation to the
financial statements taken as a whole. If the client
refuses to make modifications to the presentation of
segment information the auditor should issue a(n)
a. “ Except for” opinion.
b. “ Subject to ” opinion.
c. Unqualified opinion.
d. Disclaimer of opinion.

41. After the study and evaluation of a client’s system
of internal accounting control has been completed, an
auditor might decide to
a. Increase the extent of compliance and
substantive testing in areas where the system
of internal accounting control is strong.
b. Reduce the extent of compliance testing in
areas where the system of internal accounting
control is strong.
c. Reduce the extent of both substantive and
compliance testing in areas where the system
of internal accounting control is strong.
d. Increase the extent of substantive testing in
areas where the system of internal accounting
control is weak.

46. Which of the following material events occurring
subsequent to the December 31, 1983, balance sheet
would not ordinarily result in an adjustment to the finan
cial statements before they are issued on March 2, 1984?
a. Write-off of a receivable from a debtor who
had suffered from deteriorating financial con
dition for the past 6 years. The debtor filed for
bankruptcy on January 23, 1984.
b. Acquisition of a subsidiary on January 23,
1984. Negotiations had begun in December of
1983.
c. Settlement of extended litigation on January
23, 1984 in excess of the recorded year-end
liability.
d. A 3 for 5 reverse stock split consummated on
January 23, 1984.

42. Jones, CPA, examined the 1983 financial state
ments of Ray Corp. and issued an unqualified opinion
on March 10, 1984. On April 2, 1984, Jones became
aware of a 1983 transaction that may materially affect
the 1983 financial statements. This transaction would
have been investigated had it come to Jones’ attention
during the course of the examination. Jones should
a. Take no action because an auditor is not
responsible for events subsequent to the is
suance of the auditor’s report.
b. Contact Ray’s management and request their
cooperation in investigating the matter.
c. Request that Ray’s management disclose the
possible effects of the newly discovered tran
saction by adding an unaudited footnote to
the 1983 financial statements.
d. Contact all parties who might rely upon the
financial statements and advise them that the
financial statements are misleading.

47. In
system,
a.
b.

a properly designed internal accounting control
the same employee should not be permitted to
Sign checks and cancel supporting documents.
Receive merchandise and prepare a receiving
report.
c. Prepare disbursement vouchers and sign
checks.
d. Initiate a request to order merchandise and ap
prove merchandise received.

48. The proper use of prenumbered termination notice
forms by the payroll department should provide as
surance that all
a. Uncashed payroll checks were issued to em
ployees who have not been terminated.
b. Personnel files are kept up to date.
c. Employees who have not been terminated
receive their payroll checks.
d. Terminated employees are removed from the
payroll.

43. When, in the auditor’s judgment, the financial
statements are not presented fairly in conformity with
generally accepted accounting principles, the auditor
will issue a(n)
a. Qualified opinion.
b. Special report.
c. Disclaimer of opinion.
d. Adverse opinion.
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55. A well prepared flowchart should make it easier
for the auditor to
a. Prepare audit procedure manuals.
b. Prepare detailed job descriptions.
c. Trace the origin and disposition of documents.
d . Assess the degree of accuracy of financial data.

49. An unrecorded check issued during the last week of
the year would most likely be discovered by the auditor
when the
a. Check register for the last month is reviewed.
b. Cut-off bank statement is reconciled.
c. Bank confirmation is reviewed.
d. Search for unrecorded liabilities is performed.
50. Refusal by the client’s legal counsel to furnish cer
tain requested information would most likely be consid
ered
a . A limitation in the scope of the auditor’s exam
ination.
b . Indicative of the existence of material unassert
ed loss contingencies.
c. A characteristic of untrustworthy management.
d . Evidence of an inability to formulate an opinion
regarding the outcome of pending litigation.

56. A well functioning system of internal control over
the inventory/production functions would provide that
finished goods are to be accepted for stock only after
presentation of a completed production order and a(n)
a. Shipping order.
b. Material requisition.
c. Bill of lading.
d. Inspection report.

51. Which of the following underlies the application
of generally accepted auditing standards, particularly the
standards of field work and reporting?
a. The elements of materiality and relative risk.
b. The element of internal control.
c. The element of corroborating evidence.
d. The element of quality control.

57. When comparative financial statements are
presented, the fourth standard of reporting, which refers
to financial statements “ taken as a whole,” should be
considered to apply to the financial statements of the
a. Periods presented plus one preceding period.
b. Current period only.
c. Current period and those of the other periods
presented.
d . Current and immediately preceding period only.

52. If an accounting change has no material effect on
the financial statements in the current year, but the
change is reasonably certain to have a material effect in
later years, the change should be
a. Treated as a consistency modification in the
auditor’s report for the current year.
b. Disclosed in the notes to the financial state
ments of the current year.
c. Disclosed in the notes to the financial statements
and referred to in the auditor’s report for the
current year.
d. Treated as a subsequent event.

58. When an auditor submits a document containing
audited financial statements to a client, the auditor has
a responsibility to report on
a. Only the basic financial statements included in
the document.
b . The basic financial statements and only that ad
ditional information required to be presented
in accordance with provisions of the Financial
Accounting Standards Board.
c. All of the information included in the document.
d. Only that portion of the document which was
audited.

53. An auditor’s report included an additional paragraph
disclosing that there is a difference of opinion between
the auditor and the client for which the auditor believed
an adjustment to the financial statements should be made.
The opinion paragraph of the auditor’s report most like
ly expressed a(n)
a. Unqualified opinion.
b. “ Except for” opinion.
c. “ Subject to ” opinion.
d. Disclaimer of opinion.

59. An auditor’s standard report expresses an unqual
ified opinion and includes a middle paragraph that em
phasizes a matter included in the notes to the financial
statements. The auditor’s report would be deficient if the
middle paragraph states that the entity
a. Is a component of a larger business enterprise.
b. Has changed from the completed-contract
method to the percentage of completion method
for accounting for long-term construction
contracts.
c. Has had a significant subsequent event.
d. Has accounting reclassifications that enhance
the comparability between years.

54. Which of the following is responsible for the
fairness of the representations made in financial state
ments?
a. Client’s management.
b. Independent auditor.
c. Audit committee.
d. AICPA.
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Number 4 (Estimated tim e----- 15 to 25 minutes)

60. The letter of inquiry that is ordinarily sent to lawyers
with whom management consulted concerning litigation,
claims, and assessments is the auditor’s method of
a. Identifying all possible unasserted claims.
b . Obtaining admissions of irregularities which are
safeguarded by privileged communications laws.
c. Obtaining corroboration of information fur
nished by the client.
d. Identifying impaired assets and incurred
liabilities.

Talbert Corporation hired an independent computer
programmer to develop a simplified payroll application
for its newly purchased computer. The programmer
developed an on-line, data-based micro-computer system
that minimized the level of knowledge required by the
operator. It was based upon typing answers to input cues
that appeared on the terminal’s viewing screen, examples
of which follow:
A.

Access routine:
1. Operator access number to payroll file?
2. Are there new employees?

B.

New employees routine:
1. Employee name?
2. Employee number?
3. Social security number?
4. Rate per hour?
5. Single or married?
6. Number of dependents?
7. Account distribution?

C.

Current payroll routine:
1. Employee number?
2. Regular hours worked?
3. Overtime hours worked?
4. Total employees this payroll period?

Number 2 (Estimated tim e----- 15 to 25 minutes)
Young and Young, CPAs, completed an examina
tion of the financial statements of XYZ Company, Inc.,
for the year ended June 30, 1983, and issued a standard
unqualified auditor’s report dated August 15, 1983. At
the time of the engagement the Board of Directors of XYZ
requested a special report attesting to the adequacy of the
provision for federal and state income taxes and the related
accruals and deferred income taxes as presented in the June
30, 1983, financial statements.
Young and Young submitted the appropriate special
report on August 22, 1983.

Required:
Prepare the special report that Young and Young
should have submitted to XYZ Company, Inc.

The independent auditor is attempting to verify that
certain input validation (edit) checks exist to ensure that
errors resulting from omissions, invalid entries, or other
inaccuracies will be detected during the typing of answers
to the input cues.

Number 3 (Estimated tim e----- 15 to 25 minutes)

Required:
Identify the various types of input validation (edit)
checks the independent auditor would expect to find in
the EDP system. Describe the assurances provided by each
identified validation check. Do not discuss the review and
evaluation of these controls.

The audit committee of the Board of Directors of
Unicorn Corp. asked Tish & Field, CPAs, to audit
Unicorn’s financial statements for the year ended
December 31, 1983. Tish & Field explained the need to
make an inquiry of the predecessor auditor and requested
permission to do so. Unicorn’s management agreed, and
authorized the predecessor auditor to respond fully to Tish
& Field’s inquiries.
After a satisfactory communication with the
predecessor auditor, Tish & Field drafted an engagement
letter that was mailed to the audit committee of the Board
of Directors of Unicorn Corp. The engagement letter clear
ly set forth arrangements concerning the involvement of
the predecessor auditor and other matters.
Required:
a. What information should Tish & Field have ob
tained during their inquiry of the predecessor auditor prior
to acceptance of the engagement?
b. Describe what other matters would Tish & Field
generally have included in the engagement letter?
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Number 5 (Estimated time 1 5 ----- 25 minutes)
Finney, CPA, was engaged to conduct an audit of
the financial statements of Clayton Realty Corporation
for the month ending January 31, 1984. The examina
tion of monthly rent reconciliations is a vital portion of
the audit engagement.
The following rent reconciliation was prepared by
the controller of Clayton Realty Corporation and was
presented to Finney who subjected it to various audit
procedures:
Clayton Realty Corporation
RENT RECONCILIATION
For the month ended
January 31, 1984
Gross apartment rents
(Schedule A)
Less vacancies
(Schedule B)
Net apartment rentals
Less unpaid January rents
(Schedule C)
Total
Add prepaid rent collected
(Apartment 116)
Total cash collected

$1,600,800*
20,500*
1,580,300
7,800*
1,572,500
500*
$1,573,000*

Schedules A, B, and C are available to Finney but have
not been illustrated. Finney has conducted a study and
evaluation of the system of internal control and found
that it could be relied upon to produce reliable accoun
ting information. Cash receipts from rental operations
are deposited in a special bank account.
Required:
What substantive audit procedures should Finney
employ during the audit in order to substantiate the
validity of each of the dollar amounts marked by an
asterisk (*)?
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Uniform Certified Public Accountant Examination
(Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants
and adopted by the examining boards o f all states, territories, and the District o f Columbia.)

EXAMINATION IN BUSINESS LAW
(Commercial Law)

May 4, 1984; 8:30 A.M. to 12:00 M.

NOTE TO CANDIDATES: Suggested time allotments are as follows:
Estimated Minutes
Minimum Maximum

All questions are required:
No.
No.
No.
No.
No.

1
2
3
4
5

......................................................
......................................................
......................................................
......................................................
......................................................

......................................
......................................
......................................
......................................
......................................

110
15
15
15
15

130
20
20
20
20

T o ta l................................................ ......................................

170

210

INSTRUCTIONS TO CANDIDATES
(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)
1.

2.

You must arrange the papers in numerical order of
the questions. If more than one page is required for
an answer, write “ continued” at the bottom of the
page. Number pages consecutively. For instance,
if 12 pages are used for your answers, they should
be numbered 1 through 12. The printed answer
sheet provided for the objective-type items should
be considered to be Page 1.

are uncertain of the answer. You are likely to get
the highest score if you omit no answers.
3. A CPA is continually confronted with the necessity
of expressing opinions and conclusions in written
reports in clear, unequivocal language. Although
the primary purpose of the examination is to test
the candidate’s knowledge and application of the
subject matter, the ability to organize and present
such knowledge in acceptable written language
will be considered by the examiners.

Answer all objective-type items on the printed
answer sheet provided for that purpose. It is to
your advantage to attempt all questions even if you

35

Examination Questions—May 1984
3.
Harp entered into a contract with Rex on behalf of
Gold. By doing so, Harp acted outside the scope of his
authority as Gold’s agent. Gold may be held liable on the
contract if
a. Gold retains the benefits of the contract.
b . Gold ratifies the entire contract after Rex with
draws from the contract.
c. Rex elects to hold Gold liable on the contract.
d. Rex was aware of the limitation on H arp’s
authority.

Number 1 (Estimated tim e----- 110 to 130 minutes)
Instructions
Select the best answer for each of the following
items. Use a soft pencil, preferably No. 2, to blacken the
appropriate circle on the separate printed answer sheet to
indicate your answer. Mark only one answer for each
item. Answer all items. Your grade will be based on the
total number of your correct answers.
The following is an example of the manner in which
the answer sheet should be marked:

4.
Jim, an undisclosed principal, authorized Rick to
act as his agent in securing a contract for the purchase
of some plain white paper. Rick, without informing Sam
that he was acting on behalf of a principal, entered into
a contract with Sam to purchase the paper. If Jim
repudiates the contract with Sam, which of the following
is correct?
a. Rick will be released from his contractual
obligations to Sam if he discloses Jim ’s
identity.
b. Upon learning that Jim is the principal, Sam
may elect to hold either Jim or Rick liable on
the contract.
c. Rick may not enforce the contract against
Sam.
d. Sam may obtain specific performance, com
pelling Jim to perform on the contract.

Item
99. The text of the letter from Bridge Builders, Inc., to
Allied Steel Co. follows:
We offer to purchase 10,000 tons of No. 4
steel pipe at today’s quoted price for delivery
two months from today. Your acceptance
must be received in five days.
Bridge Builders intended to create a (an)
a. Option contract.
b. Unilateral contract.
c. Bilateral contract.
d. Joint contract.
Answer Sheet
99.

5.
Which of the following statements concerning
cumulative preferred stock is correct?
a. Upon the dissolution of a corporation the
preferred shareholders have priority over
unsecured judgment creditors.
b. Preferred stock represents a type of debt
security similar to corporate debentures.
c. If dividends are not declared for any year, they
become debts of the corporation for subse
quent years.
d. Upon the declaration of a cash dividend on
the preferred stock, preferred shareholders
become unsecured creditors of the corpora
tion.

Items to be Answered

1. Dill is an agent for Mint, Inc. As such, Dill made
a contract for and on behalf of Mint with Sky Co. which
was not authorized and upon which Mint has disclaimed
liability. Sky has sued Mint on the contract asserting that
Dill had the apparent authority to make it. In considering
the factors which will determine the scope of Dill’s ap
parent authority, which of the following would not be
important?
a. The express limitations placed upon Dill’s
authority which were not known by Sky.
b. The custom and usages of the business.
c. The status of Dill’s position in Mint.
d. Previous acquiescence by the principal in
similar contracts made by Dill.

6.
Which of the following would be grounds for the
judicial dissolution of a corporation on the petition of a
shareholder?
a. Refusal of the board of directors to declare a
dividend.
b. Waste of corporate assets by the board of
directors.
c. Loss operations of the corporation for three
years.
d. Failure by the corporation to file its federal in
come tax returns.

2. Notice to third parties is not required to terminate
a disclosed general agent’s apparent authority when the
a. Principal has died.
b. Principal revokes the agent’s authority.
c. Agent renounces the agency relationship.
d. Agency relationship terminates as a result of
the fulfillment of its purpose.
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12. Pam orally agreed to sell Jack her used car for $400.
At the time the contract was entered into, the car had
been stolen and its whereabouts were unknown. Neither
party was aware of these facts at the time the contract was
formed. Jack sues Pam for her failure to deliver the car
in accordance with their agreement. Pam ’s best defense
would be that the
a. Agreement was unenforceable because it was
not evidenced by a writing.
b. Risk of loss for the car was on Jack.
c. Agreement is unconscionable.
d. Parties were under a mutual mistake of a
material fact at the time the contract was
entered into.

7. Able and Baker are two corporations, the shares of
which are publicly traded. Baker plans to merge into
Able. Which of the following is a requirement of the
merger?
a. The IRS must approve the merger.
b. The common stockholders of Baker must
receive common stock of Able.
c. The creditors of Baker must approve the
merger.
d. The boards of directors of both Able and
Baker must approve the merger.
8. For which of the following reasons would the cor
porate veil most likely be pierced and the shareholders
held personally liable?
a. The corporation is a personal holding
company.
b. The corporation was organized because the
shareholders wanted to limit their personal
liability.
c. The corporation and its shareholders do not
maintain separate bank accounts and records.
d. The corporation’s sole shareholder is another
domestic corporation.

13. Mary is seeking to avoid liability on a contract with
Jeff. Mary can avoid liability on the contract if
a. The entire contract has been assigned.
b. There has been a subsequent unexecuted ac
cord between Jeff and herself.
c. She has been discharged by a novation.
d. A third party has agreed to perform her duty
and has for a valuable consideration promised
to hold Mary harmless on the obligation to
Jeff.

9. Which of the following statements concerning
treasury stock is correct?
a. Cash dividends paid on treasury stock are
transferred to stated capital.
b. A corporation may not purchase its own stock
unless specifically authorized by its articles of
incorporation.
c. A duly appointed trustee may vote treasury
stock at a properly called shareholders’
meeting.
d. Treasury stock may be resold at a price less
than par value.

14. Which of the following requires consideration in
order to be binding on the parties?
a. Material modification of a sale of goods con
tract under the UCC.
b. Ratification of a contract by a person after
reaching the age of majority.
c. Material modification of a contract involving
the sale of real estate.
d. A written promise signed by a merchant to
keep an offer to sell goods open for 10 days.
15. Pine Co. published circulars containing price
quotes and a description of products which it would like
to sell. Bean, a prospective customer, demands the right
to purchase one of the products at the quoted price.
Which of the following statements is correct under
general contract law?
a. Pine has made an offer.
b. Bean has made an offer.
c. Pine must sell the product which Bean
demands at the quoted price.
d. Bean has accepted Pine’s firm offer to sell.

10. Generally, articles of incorporation must contain
all of the following except the
a. Names of the incorporators.
b. Name of the corporation.
c. Number of shares authorized.
d. Names of initial officers and their terms of
office.
11. Mix entered into a contract with Small which pro
vided that Small would receive $10,000 if he stole trade
secrets from Mix’s competition. Small performed his
part of the contract by delivering the trade secrets to Mix.
Mix refuses to pay Small for his services. Under what
theory may Small recover?
a. Quasi contract, in order to prevent the unjust
enrichment of Mix.
b. Promissory estoppel, since Small has changed
his position to his detriment.
c. None, due to the illegal nature of the contract.
d. Express contract, since both parties bargained
for and exchanged promises in forming the
contract.

16. A debtor will be denied a discharge in bankruptcy
if the debtor
a. Failed to timely list a portion of his debts.
b. Unjustifiably failed to preserve his books and
records which could have been used to ascer
tain the debtor’s financial condition.
c. Has negligently made preferential transfers to
favored creditors within 90 days of the filing of
the bankruptcy petition.
d. Has committed several willful and malicious
acts which resulted in bodily injury to others.
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21. Watt contacted Lenders Bank for a business loan.
Lenders refused to make the loan unless adequate
security or an acceptable surety could be provided. Watt
asked Regis, one of his trade customers, to act as surety
on the loan. In order to induce Regis to sign, Watt made
certain fraudulent representations and submitted a
materially false financial statement. He also promised
Regis favorable treatment if Regis would agree to act as
surety for him. Watt is now insolvent and Lenders seeks
to hold Regis liable. Regis may avoid liability
a. Because Lenders had a duty to warn Regis
about W att’s financial condition and did not
do so.
b. Because the law of suretyship favors the sure
ty where neither the surety nor the creditor is
at fault.
c. Based upon fraud if Regis can show Lenders
was aware of the fraud.
d. Since the surety undertaking was void at the
inception.

17. White is a general creditor of Ned. Ned filed a
petition in bankruptcy under the liquidation provisions
of the Bankruptcy Code. White wishes to have the
bankruptcy court either deny Ned a general discharge or
not have his debt discharged. The discharge will be
granted and it will include White’s debt even if
a. Ned has unjustifiably failed to preserve the
records from which Ned’s financial condition
might be ascertained.
b. Ned had received a previous discharge in
bankruptcy under the liquidation provisions
within six years.
c. White’s debt is unscheduled.
d. White was a secured creditor who was not ful
ly satisfied from the proceeds obtained upon
disposition of the collateral.
18. Under the Bankruptcy Code, one of the elements
that must be established in order for the trustee in bank
ruptcy to void a preferential transfer to a creditor who
is not an insider is that
a. The transferee-creditor received more than he
would have received in a liquidation pro
ceeding under the Bankruptcy Code.
b. Permission was received from the bankruptcy
judge prior to the trustee’s signing an order
avoiding the transfer.
c. The transfer was in fact a contemporaneous
exchange for new value given to the debtor.
d. The transferee-creditor knew or had reason to
know that the debtor was insolvent.

Items 22 and 23 are based on the following information:
Jane wishes to obtain a loan of $90,000 from Silver
Corp. At the request of Silver, Jane has entered into an
agreement with Bing, Piper, and Long to act as co
sureties on the loan. The agreement between Jane and
the co-sureties stated that the maximum liability of each
co-surety is: Bing $60,000, Piper $30,000, and Long
$90,000. Based upon the surety relationship, Silver
agreed to make the loan. After paying three installments
totalling $30,000, Jane defaulted.

19. Bar, a creditor of Sy, has filed an involuntary peti
tion in bankruptcy against Sy. Sy is indebted to six
unsecured creditors including Bar for $6,000 each. If Sy
opposes the petition, which of the following is correct?
a. Bar must be joined by at least two other
creditors in filing the petition.
b. The court must appoint a trustee within ten
days after the filing of the petition.
c. Bar may be required to file a bond indemnify
ing Sy for any losses which Sy may incur.
d. The court may not award attorneys fees to Sy
due to its limited authority under the
Bankruptcy Code.

22. Prior to making payment, the co-sureties may seek
the remedy of
a. Contribution.
b. Indemnification.
c. Subrogation.
d. Exoneration.

20. Which of the following will render a bulk transfer
ineffective as to a creditor of the transferor?
a. Failure by the transferee to require the
transferor to furnish a list of the transferor’s
existing creditors.
b. Failure to file in the county clerk’s office a
schedule of the property to be transferred at
least 10 days prior to the transfer.
c. Failure by the transferor to preserve the list of
creditors and schedule of property for at least
six months after the transfer.
d. Without the knowledge of the transferee, the
transferor fails to prepare a complete and ac
curate list of the transferor’s creditors.

23. If Long properly paid the entire debt outstanding
of $60,000, what amount may Long recover from the
co-sureties?
a. $30,000 from Bing and $30,000 from Piper.
b. $20,000 from Bing and $20,000 from Piper.
c. $20,000 from Bing and $10,000 from Piper.
d. $15,000 from Bing and $15,000 from Piper.
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28. Wilk, an employee of Young Corp., was injured by
the negligence of Quick, an independent contractor. The
accident occurred during regular working hours and in
the course of employment. If Young has complied with
the state’s workers’ compensation laws, which of the
following is correct?
a. Wilk is barred from suing Young or Quick for
negligence.
b. Wilk will be denied workers’ compensation if
he was negligent in failing to adhere to the writ
ten safety procedures.
c. The amount of damages Wilk will be allowed
to recover from Young will be based on com
parative fault.
d. Wilk may obtain workers’ compensation
benefits and also properly maintain an action
against Quick.

24. Which of the following defenses will release a
surety from liability?
a. Insanity of the principal debtor at the time the
contract was entered into.
b. Failure by the creditor to promptly notify the
surety of the principal debtor’s default.
c. Refusal by the creditor, with knowledge of the
surety relationship, to accept the principal
debtor’s unconditional tender of payment in
full.
d. Release by the creditor of the principal debt
or’s obligation without the surety’s consent but
with the creditor’s reservation of his rights
against the surety.

25. In general, the Truth in Lending provisions of the
Consumer Credit Protection Act apply to lenders who
are in the business of extending credit and imposing a
finance charge where the transaction involves
a. Any real estate purchases secured by a
mortgage.
b. Credit obtained primarily for personal or
family purposes.
c. Credit obtained to finance the leasing of prop
erty for use in business.
d. Installment purchases of property irrespective
of the purchase price.

29. A requirement of a private action to recover
damages for violation of the registration requirements of
the Securities Act of 1933 is that
a. The plaintiff has acquired the securities in
question.
b. The issuer or other defendants commit either
negligence or fraud in the sale of the securities.
c. A registration statement has been filed.
d. The securities be purchased from an under
writer.

26. As part of the administrative law process, which of
the following is a major function of judicial review?
a. Providing political oversight, control, and
in general shaping and influencing entire
regulatory programs and their basic policies.
b. Assuring that the agency is acting in accor
dance with the enabling legislation.
c. Correcting the deficiencies contained in the
relevant legislation.
d. Providing a re-examination of the findings of
fact contained in the agency determinations.

30. Which of the following financing methods will be
exempt from the registration requirements of the
Securities Act of 1933?
a. Direct public offering of stock to potential in
vestors without the use of an underwriter.
b. Interstate marketing of securities by a sub
sidiary which is engaged in intra-state
commerce.
c. Sale of long-term notes to a consortium of
local banks.
d. Public sale of non-convertible bonds to
investors.

27. Which of the following statements is correct
regarding social security benefits?
a. Retirement benefits are fully includable in the
determination of the recipient’s federal taxable
income if his gross income exceeds certain
maximum limitations.
b. Retirement benefits paid in excess of the reci
pient’s contributions will be included in the
determination of the recipient’s federal taxable
income regardless of his gross income.
c. Individuals who have made no contributions
may be eligible for some benefits.
d. Upon the death of the recipient, immediate
family members within certain age limits are
entitled to a death benefit equal to the unpaid
portion of the deceased recipient’s contribu
tions.

31. The provisions of the Securities Exchange Act of
1934
a . Do not require distribution of an annual report
unless proxies are solicited.
b. Require the distribution of financial state
ments prior to or concurrent with a proxy
solicitation.
c. Apply only to those corporations engaged in
interstate commerce where there is a significant
dispute between management and dissenting
shareholders.
d. Apply only to those corporations that have
securities traded on a national securities
exchange.
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37. Assuming each of the following is negotiable,
which qualifies as a draft?
a. A bearer bond.
b. A trade acceptance.
c. A certificate of deposit.
d. A demand promissory note.

32. The Foreign Corrupt Practices Act provisions
relating to the maintaining of a system of internal ac
counting controls apply to
a. All domestic corporations that do an annual
foreign trade business in excess of $1 million.
b. All corporations that are registered or
reporting corporations under the Securities
Exchange Act of 1934.
c. Only those corporations engaged in foreign
commerce.
d. All corporations engaged in interstate or
foreign commerce.

38. The requirements in order for an instrument to
qualify as negotiable commercial paper
a. Are the same as the requirements for a bill of
lading.
b. Permit some substitution or variance from the
literal language of the UCC.
c. May be satisfied by a statement in the instru
ment that it is to be considered negotiable
despite its omission of one or more
requirements.
d. May be waived by the parties in a signed
writing.

33. Which of the following statements is correct with
respect to criminal prosecution under the Securities
Acts?
a. Reckless disregard for the truth is a sufficient
basis for a criminal conviction.
b. Personal monetary gain from the alleged
criminal conduct is required in order to be
convicted.
c. The anti-fraud provisions of the Securities
Acts are the only basis upon which a person can
be indicted and convicted.
d. Corporations are not subject to criminal
prosecution.

39. Your client has in its possession the following
instrument:
$700.00

Provo, Utah

June 1, 1983

Thirty days after date I promise to pay to the order of
_____ ________ Cash_____ __________
__________ Seven hundred_________ _ Dollars
at ____________ Boise, Idaho____________
Value received with interest at the rate of ten percent
per annum.
This instrument is secured by a conditional sales
contract.

34. The anti-fraud provisions of the Securities Act of
1933 and the Securities Exchange Act of 1934
a. Are the same insofar as the transactions to
which they apply.
b. Are unavailable to plaintiff’s who are unable
to establish diversity of citizenship and a
minimum of $10,000 monetary damages.
c. Contain criminal sanctions against those who
engage in fraudulent activities.
d . Contain remedies which are mutually exclusive
of each other.

No. 20

35. For the purpose of liability under the short swing
profit provisions of the Securities Exchange Act of 1934,
a person is deemed to be an “ insider” if the person
a. Received inside information from one who is
an insider.
b. Owns 11% of the voting stock outstanding.
c. Is an employee of the corporation.
d. Has access to and uses insider information.

Due July 1, 1983

This instrument is
a. A negotiable time draft.
b. A non-negotiable note since it states that it is
secured by a conditional sales contract.
c. Not negotiable until July 1, 1983.
d. A negotiable bearer note.
40. The difference between an assignment to a good
faith purchaser and negotiation to a holder in due course
is
a. That the holder in due course obtains the
instrument free of the defense of lack of con
sideration whereas one who takes as an
assignee does not.
b. Mainly procedural in nature.
c. Primarily important insofar as the methods of
transfer are concerned.
d. Relatively unimportant from a legal stand
point.

Items 36 through 45 involve commercial paper under
Article 3 of the Uniform Commerical Code.
36. Assuming each of the following instruments is
negotiable, which qualifies as commercial paper?
a. Bearer documents of title.
b. Investment securities endorsed in blank.
c. Foreign currency.
d. A foreign draft.
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45.

41. Ed Moss has a negotiable draft in his possession.
The draft was originally payable to the order of John
Davis. The instrument was endorsed as follows:

(1)
(2)
(3)
(4)
(5)

Carl Bass
John Davis
Pay to the order of Nix & Co.
Pay to Ed Moss, without recourse, Nix & Co.
per Jane Kirk, President
For deposit, Ed Moss

Regarding certification of a check,
a. Certification by a bank constitutes an accept
ance of the check.
b . Certification of a check obtained by the drawer
releases the drawer.
c. A bank is obligated to certify a customer’s
check if a holder demands certification and
there are sufficient funds in the drawer’s
account.
d. If a holder obtains certification of a check, all
prior endorsers are discharged, but the drawer
remains liable.

46. Woody Pyle, a public warehouseman, issued
Merlin a negotiable warehouse receipt for fungible goods
stored. Pyle
a. May not limit the amount of his liability for his
own negligence.
b. Will be absolutely liable for any damages in the
absence of a statute or a provision on the
warehouse receipt to the contrary.
c. May commingle Merlin’s goods with similar
fungible goods of other bailors.
d. Is obligated to deliver the goods to Merlin
despite Merlin’s improper refusal to pay the
storage charges due.

Which of the following is correct regarding the above
endorsements?
a. Number 1 prevents further negotiation since
Bass is not the payee.
b. Number 2 does not change the instrument to
bearer paper since it was originally payable to
the order of Davis.
c. Number 4 eliminates all the contractual liabil
ity of the endorser.
d. Number 5 prevents any further negotiation.
42. In order to be a holder of a bearer negotiable instru
ment, the transferee must
a. Give value for the instrument.
b. Have physical possession of the instrument.
c. Take the instrument before receipt of notice of
a defense.
d. Take in good faith.

47. Reed purchased 50 dozen pen sets from Wok Corp.
Reed made substantial prepayments of the purchase
price. Wok is insolvent and the goods have not been
delivered as promised. Reed wants the pens. Under the
circumstances, which of the following will prevent Reed
from obtaining the pens?
a. The fact that the goods have not been iden
tified to his contract.
b. The fact that he was not aware of W ok’s in
solvency at the time he purchased the pens.
c. The fact that he can obtain a judgment for
damages.
d. The fact that he did not pay the full price at the
time of the purchase even though he has made
a tender of the balance and holds it available
to Wok upon delivery.

43. Which of the following will not constitute value in
determining whether a person is a holder in due course?
a. The taking of a negotiable instrument for a
future consideration.
b. The taking of a negotiable instrument as
security for a loan.
c. The giving of one’s own negotiable instrument
in connection with the purchase of another
negotiable instrument.
d. The performance of services rendered the
payee of a negotiable instrument who endorses
it in payment for services.

48. Nat purchased a typewriter from Rob. Rob is not
in the business of selling typewriters. Rob tendered
delivery of the typewriter after receiving payment in full
from Nat. Nat informed Rob that he was unable to take
possession of the typewriter at that time, but would
return later that day. Before Nat returned, the typewriter
was destroyed by a fire. The risk of loss
a. Passed to Nat upon Rob’s tender of delivery.
b. Remained with Rob, since Nat had not yet
received the typewriter.
c. Passed to Nat at the time the contract was
formed and payment was made.
d. Remained with Rob, since title had not yet
passed to Nat.

44. Which of the following defenses may be successful
ly asserted by the maker against a holder in due course?
a. Wrongful filling in of an incomplete instru
ment by a prior holder.
b. Total failure to perform the contractual under
taking for which the instrument was given.
c. Fraudulent misrepresentations as to the con
sideration given by a prior holder in exchange
for the negotiable instrument.
d. Discharge of the maker of the instrument in
bankruptcy proceedings.
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52. Under the UCC, the warranty of title for the sale
of goods
a. May not be excluded by the seller.
b. May be excluded by the phrase “ as is.’’
c. Will vest title absolutely in a bonafide pur
chaser for value provided that the seller is a
merchant.
d. Will apply regardless of whether it is provided
in the contract unless it is specifically excluded.

49. Bell by telegram to Major Corp. ordered 10,000
yards of fabric, first quality, 50% wool and 50% cotton.
The shipping terms were F.O.B. Bell’s factory in Akron,
Ohio. Major accepted the order and packed the fabric for
shipment. In the process it discovered that one half of the
fabric packed had been commingled with fabric which
was 30% wool and 70% cotton. Since Major did not have
any additional 50% wool fabric, it decided to send the
shipment to Bell as an accommodation. The goods were
shipped and later the same day Major wired Bell its
apology informing Bell of the facts and indicating that
the 5,000 yards of 30% wool would be priced at $2 a yard
less. The carrier delivering the goods was destroyed on
the way to Akron. Under the circumstances, who bears
the risk of loss?
a. Bell, since Bell has title to the goods.
b. Major, because the order was not a signed
writing.
c. Bell, since the shipping terms were F.O.B.
Bell’s place of business.
d. Major, since they shipped goods which failed
to conform to the contract.

53. Olsen purchased a used van from Super Sales Co.
for $350. A clause in the written contract in boldfaced
type provided that the van was being sold “ as is” .
Another clause provided that the contract was intended
as the final expression of the parties’ agreement. After
driving the van for one week, Olsen realized that the
engine was burning oil. Olsen telephoned Super and re
quested a refund. Super refused but orally gave Olsen a
warranty on the engine for six months. Three weeks later
the engine exploded. Super’s oral warranty
a. Is invalid since the modification of the existing
contract required additional consideration.
b. Is invalid due to the statute of frauds.
c. Is valid and enforceable.
d. Although valid, proof of its existence will be
inadmissible because it contradicts the final
written agreement of the parties.

50. Which of the following statements is correct with
regard to an auction of goods?
a. The auctioneer may withdraw the goods at any
time prior to completion of the sale unless the
goods are put up without reserve.
b. A bidder may retract his bid before the comple
tion of the sale only if the auction is without
reserve.
c. A bidder’s retraction of his bid will revive the
prior bid if the sale is with reserve.
d. In a sale with reserve, a bid made while the
hammer is falling automatically reopens the
bidding.

54. Park purchased from Derek Truck Sales a truck
which had serious mechanical problems. Park learned of
the defects six months after the date of sale. Five years
after the date of sale Park commenced an action for
breach of warranty against Derek. Derek asserts the
statute of limitations as a defense. Which of the follow
ing statements made by Derek is correct?
a. A clause in the original contract reducing the
statute of limitations to nine months is
enforceable.
b. Park was required to bring the action within
the statute of limitation as measured from
Derek’s tender of delivery.
c. Park was required to bring the action within
the statute of limitation as measured from the
time the breach was discovered or should have
been discovered.
d . Park is precluded from asserting under any cir
cumstances that the statute of limitations
stopped running.

51. Sand Corp. received an order for $11,000 of
assorted pottery from Gluco, Inc. The shipping terms
were F.O.B. Lime Ship Lines, seller’s place of business,
2/10, net/30. Sand packed and crated the pottery for
shipment and it was loaded upon Lime’s ship. While the
goods were in transit to Gluco, Sand learned that Gluco
was insolvent in the equity sense (unable to pay its debts
in the ordinary course of business). Sand promptly wired
Lime’s office in Galveston, Texas, and instructed them
to stop shipment of the goods to Gluco and to store them
until further instructions. Lime complied with these in
structions. Regarding the rights, duties, and liabilities of
the parties, which of the following is correct?
a. Gluco is entitled to the pottery if it pays cash.
b. Sand’s stoppage in transit was improper if
Gluco’s assets exceeded its liabilities.
c. The fact that Gluco became insolvent in no way
affects the rights, duties, and obligations of the
parties.
d. Once Sand correctly learned of Gluco’s in
solvency, it had no further duty or obligation
to Gluco.

55.
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The UCC Sales
a. Exclusively
merchants.
b. To the sale
c. To the sale
d. To the sale

Article applies
to the sale of goods between
of real estate between merchants.
of specially manufactured goods.
of investment securities.
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59. Under the UCC, which of the following is correct
regarding the disposition of collateral by a secured
creditor after the debtor’s default?
a. The collateral must be disposed of at a public
sale.
b. It is improper for the secured creditor to pur
chase the collateral at a public sale.
c. Secured creditors with subordinate claims re
tain the right to redeem the collateral after the
disposition of the collateral to a third party.
d. A good faith purchaser for value and without
knowledge of any defects in the sale takes free
of any subordinate liens or security interests.

56. Which of the following factors will be most impor
tant in determining if an express warranty has been
created?
a. Whether the promises made by the seller
became part of the basis of the bargain.
b. Whether the seller intended to create a
warranty.
c. Whether the statements made by the seller were
in writing.
d. Whether the sale was made by a merchant in
the regular course of business.

57. Rich Electronics sells various brand name television
and stereo sets at discount prices. Rich maintains a large
inventory which it obtains from various manufacturers
on credit. These manufacturer-creditors have all filed
and taken security interests in the goods and proceeds
therefrom which they have sold to Rich on credit. Rich
in turn sells to hundreds of ultimate consumers; some pay
cash but most buy on credit. Rich takes a security interest
but does not file a financing statement for credit sales.
Which of the following is correct?
a. Since Rich takes a purchase money security in
terest in the consumer goods sold, its security
interest is perfected upon attachment.
b . The appliance manufacturers can enforce their
security interests against the goods in the hands
of the purchasers who paid cash for them.
c. A subsequent sale by one of Rich’s customers
to a bona fide purchaser will be subject to
Rich’s security interest.
d. The goods in Rich’s hands are consumer
goods.

60. Which of the following is necessary in order to have
a security interest attach?
a. The debtor must have rights in the collateral.
b. The creditor must take possession of the
collateral.
c. There must be a proper filing.
d. The debtor must sign a security agreement
which describes the collateral.

Number 2 (Estimated tim e----- 15 to 20 minutes)
Perfect Products Co. applied for a substantial bank
loan from Capitol City Bank. In connection with its ap
plication, Perfect engaged William & Co., CPAs, to
audit its financial statements. William completed the
audit and rendered an unqualified opinion. On the basis
of the financial statements and William’s opin
ion, Capitol granted Perfect a loan of $500,000.
Within three months after the loan was granted,
Perfect filed for bankruptcy. Capitol promptly brought
suit against William for damages, claiming that it had
relied to its detriment on misleading financial statements
and the unqualified opinion of William.
William’s audit workpapers reveal negligence and
possible other misconduct in the performance of the
audit. Nevertheless, William believes it can defend
against liability to Capitol based on the privity defense.

58. On January 5, Wine purchased and received
delivery of new machinery from Toto Corp. for $50,000.
The machinery was to be used in Wine’s production pro
cess. Wine paid 30% down and executed a security agree
ment for the balance. On January 9, Wine obtained a
$150,000 loan from Safe Bank. Wine signed a security
agreement which gave Safe a security interest in Wine’s
existing and after-acquired machinery. The security
agreement was duly filed by Safe that same day. On
January 10, Toto properly filed its security agreement.
If Wine defaults on both loans and there are insufficient
funds to pay Toto and Safe, which party will have a
superior security interest in the machinery purchased
from Toto?
a. Safe, since it was the first in time to file and
perfect its security interest.
b. Safe, since Toto perfected its security interest
by filing after Wine took possession.
c. Toto, since it filed its security agreement within
the permissible time limits.
d. Toto, since it acquired a perfected purchase
money security interest without filing.

Required: Answer the following, setting forth reasons
for any conclusions stated.
1. Explain the privity defense and evaluate its
application to William.
2. What exceptions to the privity defense might
Capitol argue?
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Number 3 (Estimated tim e ------15 to 20 minutes)

Number 4 (Estimated tim e ------15 to 20 minutes)

Jones signed an irrevocable 30-day option giving
Lark the right to purchase a described tract of land
owned by Jones at $20,000 per acre. Lark was a director
of King Corporation and knew that King had purchased
through a nominee the adjacent land and needed Jones’
land in order to build its national headquarters. Lark did
not disclose this information to Jones and hoped to make
a profit from the option. Jones had heard that Lark was
in personal financial trouble and believed Lark would be
unable to raise the money to exercise the option. Further
more, Jones had no intent to be bound by the option at
the time he signed it. The option stated that it was given
in exchange for $100 and other good and valid considera
tion but the $100 was not paid nor was there in fact any
other consideration.
Ten days later Jones learned that Lark had granted
an option to King to purchase Jones’ land at $30,000 per
acre. Lark tendered to Jones full cash payment at
$20,000 per acre within the 30-day period. Jones refused
to honor the option. Lark brings an action for specific
performance of the option.
Jones asserts the following defenses:
• Lark breached his fiduciary duty to the King
shareholders by personally entering into the
options.
• Lark committed fraud by not disclosing all in
formation regarding the proposed use of the
land.
• The option given by Jones does not satisfy the
statute of frauds.
• Jones never intended to be bound.
• There was no consideration given for his
option.
• Specific performance is not a proper remedy.

Ted and his wife Judy own Redacre in a tenancy by
the entirety. Redacre is a lot by the seaside on which they
plan someday to build a summer home. Ted also owns
Bigacre in a joint tenancy with Lois, Clark, and Jeff,
each owning a ¼ undivided interest. Bigacre is a large
parcel of investment acreage which produces no current
income. Ted and Judy have had several arguments about
the raising of their son Peter, now age 18, who Judy
believes has exhibited a tendency toward irresponsibility.
Ted, as a result, has decided to take certain steps on his
own to protect Peter’s future financial security.
Ted plans to establish a trust with Guardem Trust
Company and Peter as co-trustees. He plans to transfer
Redacre to the trust along with $100,000 in cash. The
$100,000 is to be used to purchase Ted’s interest in
Bigacre. Although Judy knows of the steps being taken,
she has not agreed to them. Accordingly, Ted does not
plan to have her participate in the establishment of the
trust or in any of the transactions or paperwork involved.
The trust will provide that all income is to be paid
to Peter, with final distribution of all trust assets to Peter
upon his reaching age 40. The trust will also permit Peter,
after reaching age 21, to remove Guardem as trustee leav
ing himself as successor sole trustee.
Required: Answer the following, setting forth reasons
for any conclusions stated.
If Ted’s plans are carried out:
1. What interest will the trust have in Redacre and
Bigacre?
2. What interests will the remaining three parties
have in Bigacre, if Clark dies subsequent to the transfer
of Ted’s interest in Bigacre to the trust?
3. Will the requirements of a valid trust be met?
4. Will the purchase of Bigacre from Ted be a
proper exercise of the trustees’ duties?
5. What effect would Peter’s exercise of his right
to remove Guardem as a trustee after he reaches 21, have
on the trust and the ownership of Bigacre?

Required: Answer the following, setting forth reasons
for any conclusions stated.
Discuss the merit of each of Jones’ assertions and
then reach an overall conclusion based upon the facts
presented.
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Business Law
Pre-mixed cement, although made to a buyer’s
specifications, does not differ significantly from one
distributor to another. In this respect, delivered cement
is basically fungible. Purchasers normally sought multi
ple sources of supply and placed orders only for their
immediate needs. During certain periods when the firms
ceased exchanging price information substantial reduc
tions in price occurred.
The Justice Department has commenced an action
against the five distributors alleging a violation of the
Sherman Act. The defendant cement distributors have
asserted that their actions do not constitute an “ agree
ment” to restrain trade and that, in any event, their ac
tions were justifiable. They claimed the actions were
taken in order to enable them to match or meet com
petitors’ discounts to favored clients, and to provide
some semblance of stability in an industry marked by
ruinous price competition.

Number 5 (Estimated tim e ------15 to 20 minutes)

Part a. Hart was a partner in the Hart, Gray &
Race partnership. He entered into a contract conveying
to Paul his partnership interest. The contract, which
was consented to by Gray and Race, provided that Paul
would become a partner. All known past and present
partnership creditors were given written notice of H art’s
withdrawal. Within nine months, the partnership
became insolvent. The parties are concerned about their
liability for the partnership obligations.
Required: Answer the following, setting forth reasons
for any conclusions stated.
1. What effect does H art’s withdrawal have upon
his liability with respect to existing debts of the partner
ship and to debts incurred after his withdrawal?
2. Describe Paul’s liability for partnership obliga
tions entered into prior to and after his admission to the
partnership.

Required: Answer the following, setting forth reasons
for any conclusions stated.
1. Have the cement distributors violated the
antitrust laws?
2. Will resort to the “ meeting competition” or
the “ ruinous competition” defenses provide a justifica
tion for the exchange of price information if this is
otherwise found to be illegal?

Part b. The five largest distributors of mixed
cement, accounting for 72% of the deliveries of this
product in the southwestern United States, engaged in
the following practices:
•

•
•

Any of the five cement distributors could request
information from the others as to the most recent
price charged or quoted to a particular buyer. This
right was exclusive among the “ Big 5’’ and was
non-assignable.
Each distributor would supply the data sought
with the understanding that it would be furnished
like information upon request.
Almost invariably, once a distributor obtained the
requisite information, it quoted the same price as
its competitor.
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Uniform Certified Public Accountant Examination
(Prepared by the Board o f Examiners o f the American Institute o f Certified Public Accountants
and adopted by the examining boards o f all states, territories, and the District o f Columbia.)

EXAMINATION IN ACCOUNTING THEORY
(Theory of Accounts)
May 4, 1984; 1:30 to 5:00 P.M.

NOTE TO CANDIDATES: Suggested time allotments are as follows:
Estimated Minutes
Minimum Maximum

All questions are required:
No.
No.
No.
No.
No.

....
....
....
....
....

90
15
15
15
15

110
25
25
25
25

T o ta l.

150

210

1
2
3
4
5

INSTRUCTIONS TO CANDIDATES

(Disregard of these instructions may be considered as indicating inefficiency in accounting work.)

1.

2.

are uncertain of the answer. You are likely to get
the highest score if you omit no answers.

You must arrange the papers in numerical order of
the questions. If more than one page is required for
an answer, write “ continued” at the bottom of the
page. Number pages consecutively. For instance,
if 12 pages are used for your answers, they should
be numbered 1 through 12. The printed answer
sheet provided for the objective-type items should
be considered to be Page 1.

3.

Answer all objective-type items on the printed
answer sheet provided for that purpose. It is to
your advantage to attempt all questions even if you
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A CPA is continually confronted with the necessity
of expressing opinions and conclusions in written
reports in clear, unequivocal language. Although
the primary purpose of the examination is to test
the candidate’s knowledge and application of the
subject matter, the ability to organize and present
such knowledge in acceptable written language
will be considered by the examiners.

Accounting Theory
4.
When measuring the current cost of inventories in
accordance with FASB Statement No. 33, the “ exit”
date can mean the

Number 1 (Estimated tim e ------90 to 110 minutes)

Instructions
Select the best answer for each of the following items
relating to a variety of issues in accounting. Use a soft
pencil, preferably No. 2, to blacken the appropriate cir
cle on the separate printed answer sheet to indicate your
answer. Mark only one answer for each item. Answer all
items. Your grade will be based on the total number of
your correct answers.
The following is an example of the manner in which
the answer sheet should be marked:

a.
b.
c.
d.

99. The financial statement which summarizes the
financial position of a company is the
a. Income statement.
b. Balance sheet.
c. Statement of changes in financial position.
d. Retained earnings statement.

6. An investor purchased a bond classified as a long
term investment between interest dates at a premium. At
the purchase date, the carrying value of the bond is
more than the

Answer Sheet
99.

a.
b.
c.
d.

Items to be Answered

1. Under Statement of Financial Accounting Con
cepts No. 2, timeliness is an ingredient of the primary
quality of
a. Reliability.
b. Relevance.
c. Verifiability.
d. Representational faithfulness.

Cash paid to seller
Yes
Yes
No
No

Face value o f bond
Yes
No
Yes
No

7. A 90-day 15% interest-bearing note receivable is
sold to a bank after being held for 30 days. The pro
ceeds are calculated using an 18% interest rate. The note
receivable has been

a.
b.
c.
d.

2. Under Statement of Financial Accounting Con
cepts No. 3, comprehensive income includes changes in
equity resulting from

a.
b.
c.
d.

Date o f sale
Yes
No
No
Yes

5. When computing information on a historical
cost/constant dollar basis, which of the following is
classified as nonmonetary?
a. Deferred income tax credits.
b. Long-term receivables.
c. Goodwill.
d. Unamortized premium on bonds payable.

Item

Investments by
owners
No
No
Yes
Yes

End o f year
Yes
Yes
No
No

Discounted
No
No
Yes
Yes

Pledged
Yes
No
No
Yes

8. A company is in its first year of operations and has
never written off any accounts receivable as uncollect
ible. When the allowance method of recognizing bad
debt expense is used, the entry to recognize that expense
a. Increases net income.
b. Decreases current assets.
c. Has no effect on current assets.
d. Has no effect on net income.

Distributions to
owners
No
Yes
No
Yes

3.
A patent, purchased in 1981 and being amortized
over a ten-year life, was determined to be worthless in
1984. The write-off of the asset in 1984 is an example
of which of the following principles?
a. Associating cause and effect.
b. Systematic and rational allocation.
c. Immediate recognition.
d. Objectivity.

9. A donated fixed asset for which the fair value has
been determined should be recorded as a debit to fixed
assets and a credit to
a. Retained earnings.
b. Additional paid-in capital.
c. Deferred income.
d. Other income.
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Examination Questions—May 1984
15. At the most recent year end, a company’s deferred
income tax charge related to a noncurrent liability ex
ceeded a deferred income tax credit related to a current
asset. Which of the following should be reported in the
company’s most recent year-end balance sheet?
a. The deferred income tax charge as a current
asset.
b. The excess of the deferred income tax charge
over the deferred income tax credit as a cur
rent asset.
c. The deferred income tax charge as a noncur
rent asset.
d. The excess of the deferred income tax charge
over the deferred income tax credit as a noncurrent asset.

10. A machine with a four-year estimated useful life
and an estimated fifteen-percent salvage value was ac
quired on January 1. Would depreciation expense using
the sum-of-the-years-digits method of depreciation be
higher or lower than depreciation expense using the
double-declining-balance method of depreciation in the
first and second years?

a.
b.
c.
d.

First year
Higher
Higher
Lower
Lower

Second year
Higher
Lower
Higher
Lower

11. A machine with an original estimated useful life of
ten years was moved to another location in the factory
after it had been in service for three years. The efficien
cy of the machine is increased for its remaining useful
life. The reinstallation costs should be capitalized if the
remaining useful life of the machine is

a.
b.
c.
d.

Five years
No
No
Yes
Yes

16. Office supplies were ordered by Dwyer Company
from Orcutt Company on December 15, 1983. The
terms of sale were FOB destination. Orcutt shipped the
office supplies on December 28, 1983 and Dwyer re
ceived them on January 3, 1984. When should Dwyer
record the account payable?
a. December 15, 1983.
b. December 28, 1983.
c. December 31, 1983.
d. January 3, 1984.

Ten years
No
Yes
No
Yes

17. On September 1, 1982, a company borrowed cash
and signed a two-year interest-bearing note on which
both the principal and interest are payable on
September 1, 1984. At December 31, 1983, the liability
for accrued interest should be
a. Zero.
b. For 4 months of interest.
c. For 12 months of interest.
d. For 16 months of interest.

12. A lease contains a bargain purchase option. In
determining the lessee’s capitalizable cost at the begin
ning of the lease term, the payment called for by the
bargain purchase option would
a. Not be capitalized.
b. Be subtracted at its present value.
c. Be added at its exercise price.
d. Be added at its present value.
13. The lessee’s net carrying value of an asset arising
from the capitalization of a lease would be periodically
reduced by the
a. Total minimum lease payment.
b. Portion of minimum lease payment allocable
to interest.
c. Portion of minimum lease payment allocable
to reduction of principal.
d. Amortization of the asset.

18. The present value of the minimum lease payments
should be used by the lessee in the determination of
a(an)

a.
b.
c.
d.

14. The premium on a three-year insurance policy ex
piring on December 31, 1984 was paid in total on
January 1, 1982. Assuming that the original payment
was recorded as a prepaid asset, how would total assets
and stockholders’ equity be affected during 1983?
a. Total assets would decrease and stockholders’
equity would increase.
b. Both total assets and stockholders’ equity
would decrease.
c. Both total assets and stockholders’ equity
would increase.
d. Neither total assets nor stockholders’ equity
would change.

Capital
lease liability
Yes
Yes
No
No

Operating
lease liability
No
Yes
Yes
No

19. Which of the following contingencies should gen
erally be recognized on the balance sheet when the
occurrence of the contingent event is probable and its
amount can be reasonably estimated?

a.
b.
c.
d.
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Gain contingency
Yes
Yes
No
No

Loss contingency
Yes
No
Yes
No

Accounting Theory
25. Treasury stock was acquired for cash at more than
its par value, and then subsequently sold for cash at
more than its acquisition price. Assuming that the cost
method of accounting for treasury stock transactions is
used, what is the effect on additional paid-in capital
from treasury stock transactions?

20. A machine was purchased in January 1983. The
straight-line depreciation method used for financial
statement purposes resulted in depreciation expense less
than the accelerated cost recovery system deduction
used for income tax purposes. Assuming that the com
pany is profitable and that there are and have been no
other timing differences, which of the following should
be reported in the December 31, 1983 balance sheet?
a. Current deferred income tax credit.
b. Noncurrent deferred income tax credit.
c. Current deferred income tax debit.
d. Noncurrent deferred income tax debit.

a.
b.
c.
d.

21. Royalties are recognized when received in 1983 for
income tax purposes and recognized when earned in
1984 for financial statement purposes. This is an exam
ple of a
Permanent difference that gives rise to in
terperiod tax allocation.
b. Permanent difference that does not give rise
to interperiod tax allocation.
c. Timing difference that gives rise to interperiod
tax allocation.
d. Timing difference that does not give rise to
interperiod tax allocation.
22. Which of the following should be reflected, net of
applicable income taxes, in the statement of
stockholders’ equity as an adjustment of the opening
balance in retained earnings?
a. Correction of an error in previously issued
financial statements.
b. Cumulative effect of a change in depreciation
method.
c. Loss on disposal of a segment of a business.
d. Extraordinary item.

27. Losses resulting from the process of translating a
foreign entity’s financial statements from the functional
currency, which is experiencing a 3% inflation rate, to
U.S. dollars should be included as a(an)
a. Deferred charge.
b. Separate component of stockholders’ equity.
c. Component of income from continuing
operations.
d. Extraordinary item.
28. A material loss should be presented separately as
a component of income from continuing operations
when it is
a. An extraordinary item.
b. A cumulative effect type change in accounting
principle.
c. Infrequent in occurrence but not unusual in
nature.
d. Infrequent in occurrence and unusual in
nature.

23. How would the declaration of a 10% stock divi
dend by a corporation affect each of the following on
its books?

a.
b.
c.
d.

Sale o f
treasury stock
No effect
Increase
Increase
No effect

26. The partnership agreement for the partnership of
Mayo and Pack provided for salary allowances of
$45,000 to Mayo and $35,000 to Pack, and the residual
profit was allocated equally. During 1983, Mayo and
Pack each withdrew cash equal to 80 percent of their
salary allowances. If during 1983 the partnership had
profits in excess of $100,000 without regard to salary
allowances and withdrawals, Mayo’s equity in the part
nership would
a. Increase more than Pack’s.
b. Decrease more than Pack’s.
c. Increase the same as Pack’s.
d. Decrease the same as Pack’s.

a.

Retained earnings
Decrease
Decrease
No effect
No effect

Purchase o f
treasury stock
No effect
No effect
Decrease
Decrease

Total
stockholders' equity
Decrease
No effect
Decrease
No effect

29. In determining primary earnings per share, divi
dends on nonconvertible cumulative preferred stock
should be
a. Disregarded.
b. Added back to net income whether declared
or not.
c. Deducted from net income only if declared.
d. Deducted from net income whether declared
or not.

24. A company issued rights to its existing
shareholders to purchase for $15 per share, 5,000
unissued shares of common stock with a par value of
$10 per share. Common stock will be credited at
a. $15 per share when the rights are exercised.
b. $15 per share when the rights are issued.
c. $10 per share when the rights are exercised.
d. $10 per share when the rights are issued.
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Examination Questions—May 1984
36. In a job order cost system, the incurrence of in
direct labor costs would usually be included in the
general ledger as a charge to
a. Factory department overhead control.
b. Factory overhead applied.
c. Work in process control.
d. Accrued payroll.

30. A loss on the sale of machinery in the ordinary
course of business should be presented in a statement of
changes in financial position as a(an)
a. Deduction from income from continuing
operations.
b. Addition to income from continuing opera
tions.
c. Source and a use of funds.
d. Use of funds.

37. Which of the following is an element of prime
cost?

31. The purchase for cash of treasury stock should be
presented in a statement of changes in financial position
as a

a.
b.
c.
d.

Source o f funds
No
No
Yes
Yes

a.
b.
c.
d.

Use o f funds
No
Yes
No
Yes

38.

32. The cumulative effect of an accounting change, on
the amount of retained earnings at the beginning of the
period in which the change is made, should generally be
included in net income for the period of the change for a

a.
b.
c.
d.

Change in
accounting principle
Yes
Yes
No
No

a.
b.
c.
d.
40.

a.
b.
c.
d.

Conversion cost
No
No
Yes
Yes

Product cost
No
Yes
Yes
No

Direct-labor budget
No
No
Yes
Yes

Marketing budget
No
Yes
No
Yes

41. Under the internal rate of return capital budgeting
technique, it is assumed that cash flows are reinvested
at the
a. Cost of capital.
b. Hurdle rate of return.
c. Rate earned by the investment.
d. Payback rate.

Percentage-ofcompletion method
Yes
No
No
Yes

35. How is the average inventory used in the calcula
tion of each of the following?
A cid test
(quick ratio)
Numerator
Numerator
Not used
Not used

Conversion cost
No
Yes
No
Yes

A flexible budget is appropriate for a

a.
b.
c.
d.

34. At the time progress billings are sent on a long
term contract, income is recognized under the

a.
b.
c.
d.

Prime cost
No
No
Yes
Yes

39. The fixed portion of the semivariable cost of elec
tricity for a manufacturing plant is a

33. In financial reporting for segments of a business
enterprise, the operating profit or loss of a segment
should include
a. Income taxes.
b. Expenses that relate to revenue from interseg
ment transfers.
c. Equity in income from unconsolidated subsid
iaries.
d. General corporate expenses.

Completed-contract
method
Yes
Yes
No
No

Indirect materials
No
Yes
Yes
No

Wages paid to a timekeeper in a factory are a

a.
b.
c.
d.

Change in
accounting entity
Yes
No
Yes
No

Direct materials
Yes
Yes
No
No

42. Assuming that there was no beginning work in
process inventory, and the ending work in process in
ventory is 100% complete as to material costs, the
number of equivalent units as to material costs would be
a. The same as the units placed in process.
b. The same as the units completed.
c. Less than the units placed in process.
d. Less than the units completed.

Inventory
turnover rate
Numerator
Denominator
Denominator
Numerator
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Accounting Theory
43.

A standard cost system may be used in
a. Job order costing but not process costing.
b. Either job order costing or process costing.
c. Process costing but not job order costing.
d. Neither process costing nor job order costing.

49. A company is deciding whether to exchange an old
asset for a new asset. Within the context of the exchange
decision, and ignoring income tax considerations, the
undepreciated book balance of the old asset would be
considered a(an)

44. Under the three-variance method for analyzing
factory overhead, which of the following is used in the
computation of the spending variance?

a.
b.
c.
d.

Budget allowance
based on actual
_____ hours_____
Yes
Yes
No
No

a.
b.
c.
d.

Budget allowance
based on standard
hours_____
No
Yes
Yes
No

Sunk cost
No
Yes
No
Yes

Irrelevant cost
No
No
Yes
Yes

50. When using the graphic method of solving a
linear-programming problem, which of the following
would be depicted on the graph?

a.
b.
c.
d.

45. For purposes of allocating joint costs to joint
products, the sales price at point of sale reduced by cost
to complete after split-off is assumed to be equal to the
a. Relative sales value at split-off.
b. Sales price less a normal profit margin at
point of sale.
c. Joint costs.
d. Total costs.

Line o f best fit
No
No
Yes
Yes

Optimum corner
point
No
Yes
No
Yes

51. When the budget of a governmental unit is
adopted and the estimated revenues exceed the ap
propriations, the excess is
a. Credited to fund balance.
b. Debited to fund balance.
c. Credited to reserve for encumbrances.
d. Debited to reserve for encumbrances.

46. If an income statement is prepared as an internal
report, under which of the following methods would the
term gross profit most likely appear?
a. Both absorption costing and direct (variable)
costing.
b. Absorption costing but not direct (variable)
costing.
c. Direct (variable) costing but not absorption
costing.
d. Neither direct (variable) costing nor absorp
tion costing.

52. The estimated revenues account of a governmental
unit is credited when
a. The budget is closed out at the end of the year.
b. The budget is recorded.
c. Property taxes are recorded.
d. Property taxes are collected.
53. When supplies ordered by a governmental unit are
received at an actual price which is less than the
estimated price on the purchase order, the encumbrance
account is
a. Credited for the estimated price on the pur
chase order.
b. Credited for the actual price for the supplies
received.
c. Debited for the estimated price on the pur
chase order.
d. Debited for the actual price for the supplies
received.

47. The contribution margin ratio always increases
when the
a. Breakeven point increases.
b. Breakeven point decreases.
c. Variable costs as a percentage of net sales
decrease.
d. Variable costs as a percentage of net sales in
crease.
48. In using cost-volume-profit analysis to calculate
the expected sales level expressed in units, a predicted
operating loss would be
a. Added to fixed costs in the numerator.
b. Added to fixed costs in the denominator.
c. Subtracted from fixed costs in the numerator.
d. Subtracted from fixed costs in the denom
inator.

54. A capital projects fund of a municipality is an ex
ample of what type of fund?
a. Internal service.
b. Governmental.
c. Proprietary.
d. Fiduciary.
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Examination Questions—May 1984
Number 2 (Estimated time------15 to 25 minutes)

55. Which of the following funds of a governmental
unit would account for general long-term debt in the ac
counts of the fund?
a. Special revenue.
b. Capital projects.
c. Internal service.
d. General.

Diane Company, a retailer and wholesaler of
national brand name household lighting fixtures,
purchases its inventories from various suppliers.
Required:

56. The Amount to be Provided for Retirement of
General Long-Term Debt is an account of a governmen
tal unit that would be included in the
a. Asset section of the general long-term debt
account group.
b. Asset section of the debt service fund.
c. Liability section of the general long-term debt
account group.
d. Liability section of the debt service fund.

a. 1. What criteria should be used to determine
which of Diane’s costs are inventoriable?
2.
Are Diane’s administrative costs inven
toriable? Defend your answer.
b. 1. Diane uses the lower of cost or market rule
for its wholesale inventories. What are the theoretical
arguments for that rule?
2.
The replacement cost of the inventories is
below the net realizable value less a normal profit
margin, which, in turn, is below the original cost. What
amount should be used to value the inventories? Why?
c. Diane calculates the estimated cost of its
ending inventories held for sale at retail using the con
ventional (lower of average cost or market) retail inven
tory method. How would Diane treat the beginning in
ventories, and net markdowns in calculating the cost
ratio used to determine its ending inventories? Why?

57. Customers’ meter deposits which can not be spent
for normal operating purposes would be classified in the
balance sheet of the enterprise fund of a governmental
unit as
a. Restricted cash or investments.
b. Nonrestricted cash or investments.
c. Due to general fund.
d. Due to special revenue fund.

Number 3 (Estimated time----- 15 to 25 minutes)

58. Which of the following would be included in the
Combined Statement of Revenues, Expenditures, and
Changes in Fund Balances — Budget and Actual in the
comprehensive annual financial report (CAFR) of a
governmental unit?

a.
b.
c.
d.

Enterprise
fu n d
Yes
Yes
No
No

On March 1, 1983, Wesley Company sold its
5-year, $1,000 face value, 8% bonds dated March 1,
1983 at an effective annual interest rate (yield) of 10%.
Interest is payable semiannually and the first interest
payment date is September 1, 1983. Wesley uses the in
terest method of amortization. Bond issue costs were in
curred in preparing and selling the bond issue. The
bonds can be called by Wesley at 101 at any time on or
after March 1, 1984.

General fixed asset
account group
Yes
No
Yes
No

Required:
59. Which of the following would be included in the
unrestricted funds of a not-for-profit hospital?
a. Permanent endowments.
b. Term endowments.
c. Board designated funds originating from
previously accumulated income.
d. Plant expansion and replacement funds.

a. 1. How would the selling price of the bond be
determined?
2. Specify how all items related to the bonds
would be presented in a balance sheet prepared im
mediately after the bond issue was sold.
b. What items related to the bond issue would be
included in Wesley’s 1983 income statement, and how
would each be determined?
c. Would the amount of bond discount amortiza
tion using the interest method of amortization be lower
in the second or third year of the life of the bond issue?
Why?
d. Assuming that the bonds were called in and
retired on March 1, 1984, how should Wesley report the
retirement of the bonds on the 1984 income statement?

60. Which basis of accounting should a voluntary
health and welfare organization use?
a. Cash basis for all funds.
b. Modified accrual basis for all funds.
c. Accrual basis for all funds.
d. Accrual basis for some funds and modified
accrual basis for other funds.
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Accounting Theory
Number 4 (Estimated tim e ------15 to 25 minutes)

Selected information from the balance sheets of Golden Company and Bridge Company at
December 31, 1982 follows:
Golden
Company
Assets:
Current assets:
Cash
Marketable equity securities, at cost which
approximates market
Accounts receivable, net of allowance for
doubtful accounts
Inventories, at lower of cost or market
Prepaid expenses
Total current assets

$103,500

Bridge
Company
(000 omitted)

$

800

13,000

—

55,000
76,000
2,500
250,000

24,700
25,000
500
51,000

Property, plant and equipment, net of accumulated
depreciation
Other assets
Total assets

311,000
29,000
$590,000

62,000
$119,000

Liabilities:
Total liabilities (condensed)

$ 327,000

$ 65,000

Stockholders’ equity:
Common stock, par value $1.00 per share
Additional paid-in capital
Retained earnings
Total stockholders’ equity
Total liabilities and stockholders’ equity

10,000
111,000

142,000
263,000
$ 590,000

6,000

2,000

23,000
29,000
54,000
$ 119,000

Additional facts are as follows:
•

On January 1, 1983, Golden acquired for cash of $101,000,000 all of the shares of outstanding stock of Bridge.
The market (fair) values of Bridge’s assets and liabilities on January 1, 1983 were the same as the book values
on December 31, 1982, except property, plant and equipment, net of accumulated depreciation, which had a
market value of $93,000,000 on January 1, 1983. Golden and Bridge are in similar lines of business.

•

Dividends of $400,000 were received during 1983 from the marketable equity securities held by Golden. All of
these securities were accounted for by the cost method. Bridge did not pay any dividends to Golden in 1983.

•

$10,000,000 of the marketable equity securities held by Golden on December 31, 1982 were sold during 1983 for
$10,200,000. No marketable equity securities were purchased in 1983. On December 31, 1983, the remaining
marketable equity securities portfolio held by Golden had a cost of $3,000,000 and a market value of $2,500,000.

Required:
a. Should consolidated financial statements for Golden and Bridge be presented for 1983? Explain why or why not.
b. If consolidated financial statements were prepared for the year ended December 31, 1983, how should the excess
of the cash paid by Golden over the book value of Bridge be accounted for in those consolidated financial statements?
Why? Ignore income tax considerations.
c. How should the marketable equity securities transactions and situation described in the additional facts above be
accounted for? Why?
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Examination Questions—May 1984
Number 5 (Estimated time------15 to 25 minutes)

Carol Company has many long-time employees
who have built up substantial employee benefits.
Among these employee benefits are a pension plan
adopted six years ago, a compensatory stock option
plan, and compensation for future vacations.
Required:
a. 1. What are the major components of Carol’s
annual provision for pension cost?
2. Specify how past service cost should be
handled in calculating the minimum and maximum
limits.
b. When should deferred compensation cost be
recognized in the Carol income statement for a compen
satory stock option plan for which the date of grant is
1. the same as the measurement date? Why?
2. before the measurement date? Why?
c. What conditions must be met for Carol to
accrue compensation for future vacations? Include in
your answer the theoretical rationale for accruing com
pensation for future vacations.
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ANSWERS TO EXAMINATION
ACCOUNTING PRACTICE — PART I
May 2, 1984; 1:30 to 6:00 P.M .
Answer 1 (10 points)

Answer 2 (10 points)

Answer 3 (10 points)
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The scores for the multiple choice questions were determined in accordance with the following scales:
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May 1984

A nsw er 4 (10 points)

Bergen Corporation
STATEMENT OF CHANGES IN FINANCIAL POSITION
For the year ended December 31, 1983
Financial Resources Provided
Working capital provided by operations
Net income
Add back (or deduct) items that did not use
(or provide) working capital
Depreciation
Amortization of bond premium
Deferred income taxes
Gain on sale of securities
Gain on sale of equipment

$
$149,000
(2,000)
15,000
(20,000)
(5,000)

253,000

137,000
390,000

Working capital from other sources
Sale of securities
Proceeds of long-term note payable
Sale of equipment
Financial resources not affecting working capital
Issuance of common stock to purchase land
Liability under capital lease
Total financial resources provided

95,000
450,000
33,000
100,000
158,000
1,226,000

Financial Resources Used
30,000
392,000
20,000
25,000
159,000

Cash dividends
Purchase of equipment
Prior period income tax adjustment
Payment under capital lease
Reclassification of debt
Financial resources not affecting working capital
Purchase of land by issuance of common stock
Leased equipment under capital lease
Total financial resources used

100,000
158,000
884,000
$

Increase in working capital
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342,000

Accounting Practice—Part I
A nsw er 4 (continued)

Bergen Corporation
STATEMENT OF CHANGES IN FINANCIAL POSITION WORKSHEET
For the year ended December 31, 1983
(Not Required)
Assets
Current assets
Land
Plant & equipment
Less accumulated depreciation
Leased equipment — capital lease
Marketable invest, securities
Investment in Mason, Inc.
Total assets
Liabilities & Stockholders’ Equity
Current liabilities
Note payable, long-term
Liability under capital lease
Bonds payable
Unamortized bond premium
Deferred income taxes
Common stock, par value $20
Additional paid-in capital
Retained earnings
Total liabilities & equity

1982
$1,583,000
250,000
720,000
(170,000)
—

Dr.
[x] $ 438,000
100,000
[4]
392,000
[6]
24,000
[7]
158,000
[9]

75,000
180,000
$2,638,000

—

500,000
18,000
45,000
600,000
244,000
408,000
$2,638,000

75,000

[11]
[10]
[11]

150,000
25,000
9,000

[14]

2,000

[3]
[8]

30,000
20,000
$1,348,000

[x]
[5]
[9]

Uses of Financial Resources
Cash dividends
Purchase of land for common stock
Purchase of equipment
Prior period income tax adjustment
Leased equipment under capital lease
Payment under capital lease
Reclassification of debt
Increase in working capital
$1,226,000
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—

[13]
[4]
[4]
[1]

96,000
450,000
158,000

$ 919,000
300,000
124,000

15,000
40,000
60,000
253,000

500,000
16,000
60,000
640,000
304,000
611,000

$1,348,000

$3,474,000

Uses

[1] $ 253,000
[12]
149,000
(2,000)
[14]
15,000
[13]
(20,000)
[2]
(5,000)
[7]
390,000
95,000
[2]
100,000
[4]
450,000
[5]
33,000
[7]
158,000
[9]

Sale of securities
Issuance of common stock to purchase land
Proceeds of long-term note payable
Sale of equipment
Liability under capital lease

1983
$2,021,000
350,000
1,060,000
(295,000)
158,000
180,000
$3,474,000

Sources
Sources of Financial Resources
Working capital provided by operations
Net income
Depreciation
Amortization of bond premium
Deferred income taxes
Gain on sale of securities
Gain on sale of equipment

[7] $ 52,000
149,000
[12]
[2]

$ 823,000
—

Cr.

[3] $ 30,000
100,000
[4]
392,000
[6]
20,000
[8]
158,000
[9]
25,000
[10]
159,000
[11]
342,000
[x]
$1,226,000

Examination Answers

—

May 1984

A nsw er 5 (10 points)

Linden, Inc.
LONG-TERM RECEIVABLES SECTION
OF BALANCE SHEET
December 31, 1983

1.

9% note receivable from sale of division,
due in annual installments of
$500,000 to May 1, 1985, less current
installment
8% note receivable from officer, due
December 31, 1985, collateralized by
10,000 shares of Linden, Inc., common
stock with a fair value of $450,000
Non-interest-bearing note from sale of
patent, net of 15% imputed interest,
due April 1, 1985
Installment contract receivable, due in
annual installments of $50,000 to
July 1, 1987, less current installment
Total long-term receivables

$ 500,000

400,000
84,105

[2]

112,400
$1,096,505

[3]

Linden, Inc.
SELECTED BALANCE SHEET BALANCES
December 31, 1983

2.

Current portion of long-term receivables:
Note receivable from sale of division
Installment contract receivable
Total
Accrued interest receivable:
Note receivable from sale of division
Installment contract receivable
Total
3.

[1]

$ 500,000
27,600
$ 527,600

[1]
[3]

60,000
11,200
71,200

[4]
[5]

$
$

Linden, Inc.
INTEREST INCOME FROM LONG-TERM RECEIVABLES
AND GAINS RECOGNIZED ON SALE OF ASSETS
For the year ended December 31, 1983

Interest income:
Note receivable from sale of division
Note receivable from sale of patent
Note receivable from officer
Installment contract receivable from sale
of land

$ 105,000
8,505
32,000

[6]
[2]
[7]

11,200

[5]

Total interest income for year ended 12/31/83

$ 156,705

Gains recognized on sale of assets:
Patent
Land

$

37,600
50,000

Total gains recognized for year ended 12/31/83

$

87,600
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[8]
[9]

Accounting Practice—Part I
A nsw er 5 (continued)

Explanations o f Amounts
[1]

[2]

[3]

[4]

[5]

[6]

[7]

[8]

[9]

Long-term Portion of 9% Note Receivable at 12/31/83
Face amount, 5/1/82
Less installment received 5/1/83
Balance, 12/31/83
Less installment due 5/1/84
Long-term portion, 12/31/83

$1,500,000
500,000
1, 000,000

500,000
$ 500,000

Non-interest-bearing Note, Net of Imputed Interest at 12/31/83
Face amount, 4/1/83
Less imputed interest
[$100,000 - ($100,000 x 0.756)]
Balance, 4/1/83
Add interest earned to 12/31/83
($75,600 x 15% x 9/12)
Balance, 12/31/83

$

100,000

24,400
75,600
$

8,505
84,105

$

200,000

Long-term Portion of Installment Contract Receivable at 12/31/83
Contract selling price, 7/1/83
Less down payment, 7/1/83
Balance, 12/31/83
Less installment due, 7/1/84
[$50,000 - ($140,000 X 16%)]
Long-term portion, 12/31/83

27,600
$ 112,400

Accrued Interest — Note Receivable, Sale of Division, at 12/31/83
Interest accrued from 5/1 to 12/31/83
($1,000,000 x 9% x 8/12)

$

60,000

Accrued Interest — Installment Contract at 12/31/83
Interest accrued from 7/1 to 12/31/83
($140,000 x 16% x ½ )

$

11,200

$

45,000

60,000
140,000

Interest Income — Note Receivable, Sale of Division, for 1983
Interest earned from 1/1 to 5/1/83
($1,500,000 x 9% x 4/12)
Interest earned from 5/1 to 12/31/83
($1,000,000 x 9% x 8/12
Interest income

60,000
$ 105,000

Interest Income — Note Receivable, Officer, for 1983
Interest earned 1/1 to 12/31/83
($400,000 x 8%)
Gam Recognized on Sale of Patent
Stated selling price
Less imputed interest
Actual selling price
Less cost of patent (net)
Carrying value 1/1/83
Less amortization 1/1 to 4/1/84
($8,000 x ¼ )
Gain recognized

$

32,000

$

100,000

24,400
75,600
$40,000
$

38,000
37,600

$

200,000

$

150,000
50,000

2,000

Gain Recognized on Sale of Land
Selling price
Less cost
Gain recognized
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[2]

A C C O U N T IN G P R A C T IC E — P A R T II

May 3, 1984; 1:30 P.M . to 6:00 P.M.

A nsw er 1 (10 points)

Answer 2 (10 points)

A nsw er 3 (10 points)

1. b
d
3. d
4. d
5. b
6. a
7. c
8. c
9. b
10. a

21.
22.

41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

11.
12.

2.

13.
14.
15.
16.
17.
18.
19.
20.

c
b
a
d
c
d
b
c
b
b

23.
24.
25.
26.
27.
28.
29.
30.

c
c
a
d
a
b
b
d
d
a

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

a
a
a
b
b
d
b
d
c
a

a
c
d
b
a
d
a
a
a
b

51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

a
c
c
b
d
a
d
a
b
c

The scores for the multiple choice questions were determined in accordance with the following scales:
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1
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2
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3
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4

½

5
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½

7

½

8

½

9

½
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6
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8
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1

½

2

½

3

½

4

½

5

½
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½
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½
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½
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½
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1
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5

6

7

8

9

Answer 3

1

2

3

4
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9

Accounting Practice—Part II
Answer 4 (10 points)
Part b.

Part a.
1.

Work in process — beginning
inventory
Production costs
Direct materials
Direct labor
Factory overhead applied
Production costs available
Less work in process —
ending inventory
Cost of goods manufactured
2.

Capital stock
Preferred stock, $4 cumulative,
par value $50 per share;
authorized 50,000 shares, issued
$ 500,000
and outstanding 10,000 shares
Common stock, par value $1 per share;
authorized 500,000 shares, issued
150,000 shares, and outstanding
150,000
140,000 shares
650,000
Total capital stock
Additional paid-in capital — common
1,560,000
In excess of par value
250,000
From sale of treasury stock
2,460,000
Total paid-in capital
231,000
Retained earnings
Net unrealized loss on long-term equity
( 25,000)
securities
Total paid-in capital and retained earnings 2,666,000
(180,000)
Less treasury stock, 10,000 shares at cost
$2,486,000
Total stockholders’ equity

$ 40,000
$104,000
160,000
80,000

344,000
384,000
36,000
$348,000

Mat Company
SCHEDULE OF PRIME COST
For the Month Ended March 31, 1984

Direct materials
Beginning inventory
Purchases
Direct materials available
Less ending inventory
Direct materials used
Direct labor
Total prime cost
3.

Chee Corporation
STOCKHOLDERS’ EQUITY
December 31, 1983

Mat Company
SCHEDULE OF COST OF
GOODS MANUFACTURED
For the Month Ended March 31, 1984

$ 20,000
110,000
130,000
26,000
104,000
160,000
$264,000

Mat Company
SCHEDULE OF CONVERSION COST
For the Month Ended March 31, 1984

Direct labor
$160,000
Factory overhead applied (50% of direct labor)
80,000
Total conversion cost
$240,000
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May 1984

A nsw er 5 (10 points)

a.
Beal Company
SCHEDULE OF BUDGETED PRODUCTION COSTS
BASED ON 7,800 UNITS
For the M onth Ended January 31, 1984
Direct materials
Direct labor
Factory overhead
Variable
Fixed
Total budgeted production costs

7,800 units x 3 lbs. x $2.50
7,800 units x 5 hrs. x $7.50

$ 58,500
292,500

7,800 units x 5 hrs. x $3.00
40,000 hrs. x $4.00

117,000
160,000
$628,000

b.
1. Direct materials price variance based on materials purchased
($2.60 - $2.50) x 25,000 lbs.

$ 2,500 unfavorable

2. Direct materials usage variance
[23,100 lbs. - (7,800 units x 3 lbs.)] x $2.50

$

3. Direct labor rate variance
($7.30 - $7.50) x 40,100 hrs.

$ 8,020 favorable

4. Direct labor efficiency variance
[40,100 hrs. - (7,800 units x 5 hrs.)] x $7.50

$ 8,250 unfavorable

5. Factory overhead spending variance
Actual total factory overhead
Budgeted total factory overhead at actual hours
(40,100 x $3.00) + (40,000 x $4.00)
Factory overhead spending variance

750 favorable

$300,000
280,300
$ 19,700 unfavorable

6. Variable factory overhead efficiency variance
Budgeted total factory overhead at actual hours
Budgeted total factory overhead at standard hours
($117,000 + $160,000)
Variable factory overhead efficiency variance

$280,300
277,000
$ 3,300 unfavorable

7. Factory overhead volume variance
Budgeted total factory overhead at standard hours
Applied total factory overhead (7,800 x 5 hrs. x $7.00)
Factory overhead volume variance
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$277,000
273,000
$ 4,000 unfavorable

A U D IT IN G

May 3, 1984; 8:30 A.M . to 12:00 M.

Answer 1 (60 points)

1.
2.
3.
4.
5.
6.
7.
8.
9.
10.

b
a
a
b
c
a
d
d
c
a

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

c
c
d
d
a
c
b
c
b
a

d
b
c
b
d
d
b
c
c
d

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

b
c
d
c
c
b
d
b
a
c

41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

d
b
d
c
a
b
c
d
b
a

a
b
b
a
c
d
c
c
b
c

The scores for the multiple choice questions were determined in accordance with the following scale:
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A nsw er 2 (10 points)

Answer 3 (10 points)

Board of Directors
XYZ Company, Inc.

a. Prior to acceptance of the engagement, Tish & Field
should have communicated with the predecessor auditor
regarding —

We have examined the financial statements of XYZ
Company, Inc., for the year ended June 30, 1983, and
have issued our report thereon dated August 15, 1983.
Our examination was made in accordance with generally
accepted auditing standards and, accordingly, included
such tests of the accounting records and such other
auditing procedures as we considered necessary in the
circumstances.
In the course of our examination, we examined the
provision for federal and state income taxes for the year
ended June 30, 1983, and the related accruals and de
ferred income taxes included in XYZ Company’s finan
cial statements referred to in the preceding paragraph.
We also reviewed the federal and state income tax
returns filed by XYZ Company that are subject to ex
amination by the respective taxing authorities.
In our opinion, XYZ Company has made adequate
provision for all federal and state income taxes and has
properly reflected the related accruals and deferred in
come taxes applicable to fiscal 1983 and prior fiscal
years that could be reasonably estimated at the time of
our examination of the financial statements of XYZ
Company, Inc., for the year ended June 30, 1983.

•
•
•
•

Facts that might bear on the integrity of
management.
Disagreements with management concerning ac
counting principles, auditing procedures, or
other significant matters.
The predecessor’s understanding about the
reason for the change.
Any other information that may be of assistance
in determining whether to accept the
engagement.

b. The form and content of engagement letters may
vary, but they would generally contain information
regarding —
•
•
•
•
•
•

August 15, 1983
Young and Young
Certified Public Accountants
•
•
•
•
•
•
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The objective of the audit.
The estimated completion date.
Management’s responsibility for the financial
statements.
The scope of the audit.
Other communication of the results of the
engagement.
The fact that because of the test nature and other
inherent limitations of an audit, together with
the inherent limitations of any system of internal
control, there is an unavoidable risk that even
some material misstatement may remain
undiscovered.
Access to whatever records, documentation, and
other information may be requested in connec
tion with the audit.
Arrangements with respect to client assistance in
the performance of the audit engagement.
Expectation of receiving from management writ
ten confirmation concerning representations
made in connection with the audit.
Notification of any changes in the original
arrangements that might be necessitated by
unknown or unforeseen factors.
Request for the client to confirm the terms of the
engagement by acknowledging receipt of the
engagement letter.
The basis on which fees are computed and any
billing arrangements.

Auditing
A nsw er 4 (10 points)

Answer 5 (10 points)

The following edit checks might be used to detect
errors during the typing of answers to the input cues:

To substantiate the validity of gross apartment rents,
Finney would —

•
•

•

•

•

•

•

•

•

•

•

•

•
•

Password — ensures that the operator is authorized
to access computer programs and files.
Numeric check — ensures that numbers are entered
into and accepted by the system where only
numbers are required to be entered, e.g., numbers
0-9 in social security number.
Alphabetic check — ensures that letters are entered
into and accepted by the system where only letters
are required to be entered, e.g., letters A-Z in
employee name.
Special-character check — ensures that only specific
special characters are entered into and accepted by
the system where only these special characters are
required to be entered, e.g., dashes between
numbers in social security number.
Sign check — ensures that positive or negative signs
are entered into and accepted by the system where
only such signs are required to be entered or that the
absence of a positive or negative sign appears where
such an absence is required, e.g., hours worked.
Arithmetic check — ensures the validity of the
result of a mathematical computation, e.g., total
employees for period equal number of employee
numbers in system.
Validity check — ensures that only authorized data
codes will be entered into and accepted by the
system where only such authorized data codes are
required, e.g., authorized employee account
numbers.
Limit (reasonableness) check — ensures that only
data within predetermined limits will be entered in
to and accepted by the system, e.g., rate per hour
cannot be lower than the minimum set by law or
higher than the maximum set by management.
Self-checking digit — ensures that only specific
code numbers prepared by using a specific
arithmetic operation will be entered into and ac
cepted by the system, e.g., employee numbers
generated by the modulus 11 method with primenumber weighting.
Size check — ensures that only data using fixed or
defined field lengths will be entered into and ac
cepted by the system, e.g., number of dependents
require exactly two digits.
Missing-data check — ensures that no blanks will be
entered into and accepted by the system when data
should be present, e.g., an “ S” or “ M ” is entered
in response to single or married?.
Overflow check — ensures that no digits are
dropped if a number becomes too large for a
variable during processing, e.g., hourly rates “ on
size errors” are detected.
Control-total check — ensures that no unauthor
ized changes are made to specified data or data
fields and all data have been entered.
Logic check — ensures that spurious data are re
jected, e.g., no negative regular hours.

•
•
•
•

•

Physically examine the rental property or review
architectural blueprints to ascertain the total
number of rental units.
Compare the total number of validated rental
units with the total number of rent charges on the
schedule of gross apartment rents (Schedule A).
For occupied units, vouch the individual apart
ment rental charges per lease agreements to the
individual rental charges on Schedule A.
For unoccupied (vacant) units, ascertain the
reasonableness of the scheduled rent (by
reference to the last rent paid, by reference to
comparable rental charges for similar units,
etc.).
Foot the gross apartment rent schedule (Schedule
A) and compare the total with the figure in
dicated on the rent reconciliation.

To substantiate the validity of the vacancies, Finney
would —
•
•

•

Physically examine the apartments that were va
cant during the month.
Compare the rental charge (validated in the gross
apartment rents procedures above) for each va
cant apartment with the schedule of vacancies
(Schedule B).
Foot the schedule of vacancies (Schedule B) and
compare the total with the total indicated on the
rent reconciliation.

To substantiate the validity of unpaid January rents,
Finney would —
•
•
•
•

Trace unpaid rents from individual tenant apart
ment ledger cards to Schedule C.
Foot the unpaid rents schedule (Schedule C) and
compare the total with the amount shown on the
rent reconciliation.
Examine the collection file for evidence of collec
tion attempts.
Request written confirmations from tenants with
accounts in January arrears.

To substantiate the validity of the prepaid rent col
lected, Finney would —
•
•

Trace the receipt to the individual tenant apart
ment ledger card.
Compare the amount collected with the lease
terms.

To substantiate the validity of the cash collected,
Finney would —
•
•
•
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Foot the client-prepared rent reconciliation.
Reconcile the cash receipts per the rent
reconciliation with the books and records.
Confirm and reconcile the special bank account
balance.

BUSINESS LAW
(Commercial Law)
May 4, 1984; 8:30 A.M. to 12:00 M.
Answer 1 (60 points)
1. a

2.
3.
4.
5.
6.
7.
8.
9.
10.

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

a
a
b
d
b
d
c
d
d

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

c
d
c
c
b
b
d
a
c
a

c
d
c
c
b
b
c
d
a
c

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

b
b
a
c
b
d
b
b
d
a

c
b
a
d
a
c
a
a
d
a

51.
52.
53.
54.
55.
56.
57.
58.
59.
60.

a
d
c
b
c
a
a
c
d
a
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Business Law
Answer 2 (10 points)

Answer 3 (10 points)

1. Privity is an early common law concept that was
adopted by the courts to prevent third parties from bring
ing a legal action based upon a contract to which they
were not parties. William was in privity of contract with
Perfect, its audit client, but William had no contractual
relationship with Capitol despite Capitol’s reliance upon
the statements audited by William. Moreover, Capitol
gave no consideration to William. Therefore, under strict
application of the privity rule, Capitol lacks the standing
to sue for breach of contract or negligence since Capitol
is not in a direct contractual relationship with William.
Privity has been the subject of much critical reevaluation, and the courts have frequently narrowed
or rejected it. However, in a landmark opinion
(Ultramares), privity was retained to some extent
in an action against a CPA firm based partially upon
negligence. Some court decisions, however, have directly
overruled the privity defense in actions against CPAs,
particularly when the third party was contemplated as a
user of the financial statements, as in this case.

A corporate director’s duty not to seize a corporate
opportunity for himself is a duty owed to the corporation
and may be enforced only by the corporation or its
shareholders on its behalf. Breach of fiduciary duty by
a director is not a valid defense in a contract action not
involving the corporation.
Jones’ assertion that Lark committed fraud will fail.
Silence remains a viable defense to most claims of fraud.
There are some instances where a duty to disclose is im
posed, but these do not apply here. Nor is there any
fiduciary or other obligation on Lark’s part that would
require disclosure to Jones.
The statute of frauds has been satisfied as there is
a writing signed by the party to be charged (Jones).
Jones’ unexpressed subjective intent not to be
bound is irrelevant. The validity of the option is to be
determined on the basis of what a reasonably prudent of
feree would conclude was objectively intended.
The contract involves the sale of real property.
Hence the common law applies, not the Uniform Com
mercial Code. The common law does not recognize the
validity of an option unless supported by consideration
or unless there has been a statutory change making such
an option valid without consideration. A limited number
of jurisdictions have adopted such a rule, but it remains
a distinct minority rule. Despite the clause in the option
that stated Jones was to receive “ $100 and other valid
consideration,” no consideration was actually paid.
Although the courts are willing to accept a formalized
bargain with the recital of the consideration contained in
the contract as long as it is paid or performed, they are
unwilling to accept a fictional bargain, i.e., one which is
merely recited.
Lark would be entitled to the remedy of specific per
formance if the option contract were valid. Land is
unique in the eyes of the law, and such a remedy has
traditionally been available for the breach of such a
contract.
In conclusion, the option is not binding upon Jones
since it is not supported by the requisite legal considera
tion necessary to form a valid option contract.

2. The first major exception to the privity requirement
is fraud. Although a CPA may generally avoid liability
for ordinary negligence based upon privity, where the
action is for fraud, an injured third party has the req
uisite standing to sue. However, in order to recover based
on fraud, the third party (Capitol) must prove scienter or
guilty knowledge on the part of the CPA.
The second exception to the privity defense is con
structive fraud. Constructive fraud is generally defined
as a false representation of a material fact with lack of
reasonable ground for belief and with an expectation of
reliance by another, and, in fact, there is reasonable
reliance resulting in damage. Constructive fraud may
also be inferred from evidence of gross negligence or
recklessness, although they are not necessarily construc
tive fraud in and of themselves. The dividing line between
what actions will meet the scienter requirement for actual
fraud and what is necessary to evoke the constructive
fraud doctrine is not clear.
The third exception to the privity defense is gross
negligence. Gross negligence represents an extreme,
flagrant, or reckless departure from standards of due
care. For example, a knowing failure to follow GAAS on
a material matter might be held by a jury to be gross
negligence. The jury might then find that the defendant’s
conduct was so gross as to satisfy the scienter require
ment.
In addition to fraud and its various offshoots, one
may avoid the privity barrier if it can be established by
the third party that it was the party that the contract was
intended to benefit. Thus, if a third party plaintiff suing
a CPA can establish that the audit was for his benefit,
then the injured third party may have standing to sue. He
is a third party beneficiary of the contract and privity will
not bar him from recovery. Recovery under this theory
has been significantly expanded. It has recently been held
that liability extends to those in a fixed, definable, and
contemplated group whose conduct is to be governed by
the contract’s performance.
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Examination Answers
A nsw er 4 (10 points)

1. The trust will have no interest in Redacre but would
have a one-quarter interest as tenant in common in
Bigacre. The attempted transfer of realty held as tenants
by the entirety without the co-owner’s consent does not
transfer the property. Therefore, Ted is unable to
transfer any portion of Redacre since Judy has not con
sented to the transfer. A joint tenant may transfer his in
terest in the tenancy without the consent of the cotenants. However, such a transfer destroys the joint
tenancy of the interest transferred. Therefore, the pur
chase of Ted’s interest in Bigacre gives the trust a onequarter interest in the property as tenant in common with
Clark, Lois, and Jeff remaining as joint tenants of threequarters of the property.
2. Despite the trust’s one-quarter interest in Bigacre, it
acquires no additional interest due to Clark’s death, since
there is no right of survivorship with respect to a tenant
in common. However, Jeff and Lois will acquire Clark’s
one-quarter interest by operation of law, due to the
right-of-survivorship feature among joint tenants.
Therefore, Jeff and Lois will each own a three-eighths in
terest in Bigacre as joint tenants, where as the trust will
retain its one-quarter interest as a tenant in common.
3. A valid trust has been created. Ted, as grantor or set
tlor, has transferred property (res) to Guardem and Peter
for the benefit of Peter. Intent to create a trust is evident,
and the trust is established for a lawful purpose. It is
proper for the sole beneficiary to act as co-trustee.
4. The trustees have a fiduciary duty to manage the
trust for the benefit of the beneficiaries. In the absence
of trust provisions otherwise, the trustees are required to
invest in accordance with the standard of a prudent man
in the conduct of his own investments. A trustee should
ordinarily invest in income-producing property.
However, the purchase of Bigacre by the trustees could
meet this standard even though Bigacre is not currently
earning income if the amount paid is fair and the future
value may be expected to increase.
5. The trust would terminate and the interest in Bigacre
would vest in Peter if he exercises his right to remove
Guardem as trustee. As sole trustee Peter would hold
legal title, and as sole beneficiary he would hold equitable
title. A trust terminates when the sole beneficiary and
sole trustee are the same person as legal and equitable
title will be merged.
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Business Law
Answer 5 (10 points)
Part a.

Part b.

1. An outgoing partner, such as Hart, continues to
have potential liability for partnership debts incurred
prior to his withdrawal unless he obtains a release from
the existing creditors. Hart has no liability for partner
ship obligations incurred subsequent to his withdrawal
provided that appropriate notice is given to the partner
ship creditors and other third parties. In this case, actual
notice was given to the partnership’s creditors in ex
istence at the time of H art’s withdrawal, but construc
tive notice (i.e., notice by publication) was not given to
those third parties who had not dealt with the partner
ship but may have known of its existence. By giving the
appropriate type of notice, Hart would have effectively
eliminated third parties’ rights to rely on H art’s
membership, i.e., his apparent authority in the partner
ship after his withdrawal. Because constructive notice
was not given, creditors or other third parties who deal
with the partnership after H art’s withdrawal may not be
aware of his withdrawal and he may be liable to them.
However, Hart will not be liable to existing creditors
who, after receiving actual notice of H art’s withdrawal,
dealt with the partnership.

1. Yes. The basis for the Justice Department’s legal
action against the five cement distributors is that they
have engaged in illegal price fixing and therefore have
violated Section 1 of the Sherman Act. Section 1 not
only deals with “ contracts” in restraint of trade, but
also deals with “ combinations” and “ conspiracies in
restraint of trade.” Here, the furnishing of price infor
mation by each of the distributors and the expectation
of each distributor that it would be afforded reciprocal
treatment when it requested such information would
provide the basis for establishing a “ combination” or
“ conspiracy.” This is so despite the lack of an express
agreement to fix prices by the participants. The cir
cumstantial evidence strongly supports the govern
ment’s contention that there was at least a combination
or conspiracy if not an actual agreement.
Based upon the facts stated, the Justice Depart
ment could successfully argue that in a concentrated
market where the product is fungible, the exchange of
price data invariably means price uniformity. Such is
the case here in that knowledge of a competitor’s price
meant a matching of that price. At a minimum the
exchange of price information and the matching of
same had the effect of stabilizing prices. This would be
apparent from the fact that during those periods of time
when the firms ceased to exchange price information,
substantial price reductions occurred. The U.S.
Supreme Court has indicated that any interference with
the setting of prices by the free market is illegal per se.

2. The Uniform Partnership Act provides that a per
son admitted as a partner into an existing partnership is
liable for all the obligations of the partnership arising
before his admission as though he had been a partner
when such obligations were incurred. However, this
liability shall be satisfied only out of partnership prop
erty. Therefore, Paul has no personal liability as to part
nership obligations existing at the time he became a
partner but can be held personally responsible for those
debts incurred after his admission as a partner.

2. The attempted use of the Robinson-Patman Act’s
“ meeting competition” as a justification for illegal
price fixing will fail. In the one case in which this argu
ment was attempted, the Supreme Court unequivocally
reconciled the apparent conflict between the Sherman
and Robinson-Patman Acts in favor of the Sherman
Act’s prohibition against price fixing. Despite the
presence of ruinous price competition, competitors may
not resort to price fixing in order to stabilize the market.
Therefore, this justification is also invalid.
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ACCOUNTING THEORY
(Theory of Accounts)
May 4, 1984; 1:30 to 5:00 P.M.
Answer 1 (60 points)
1.

2.
3.
4.
5.
6.
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8.
9.
10.
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a
c
c
c
b
b
c

11.
12.
13.
14.
15.
16.
17.
18.
19.
20.

21.
22.
23.
24.
25.
26.
27.
28.
29.
30.

d
d
d
b
c
d
d
a
c
b

c
a
b
c
b
a
b
c
d
b

31.
32.
33.
34.
35.
36.
37.
38.
39.
40.

41.
42.
43.
44.
45.
46.
47.
48.
49.
50.

b
b
b
c
c
a
a
b
c
d

c
a
b
a
a
b
c
c
d
b
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Accounting Theory
Answer 2 (10 points)

Answer 3 (10 points)

a. 1. Diane’s inventoriable cost should include all
costs incurred to get the lighting fixtures ready for sale
to the customer. It includes not only the purchase price
of the fixtures but also the other associated costs
incurred on the fixtures up to the time they are ready for
sale to the customer, for example, transportation in.
2. No, administration costs are assumed to expire
with the passage of time and not to attach to the prod
uct. Furthermore, administrative costs do not relate
directly to inventories, but are incurred for the benefit
of all functions of the business.
b. 1. The lower of cost or market rule is used for
valuing inventories because of the concept of balance
sheet conservatism and because the decline in the utility
of the inventories below its cost should be recognized as
a loss in the current period.
2. The net realizable value less a normal profit
margin should be used to value the inventories because
market should not be less than net realizable value less
a normal profit margin. To carry the inventories at net
realizable value less a normal profit margin provides a
means of measuring residual usefulness of an inventory
expenditure.
c.
Diane’s beginning inventories at cost and at
retail would be included in the calculation of the cost
ratio.
Net markdowns would be excluded from the
calculation of the cost ratio. This procedure reduces the
cost ratio because there is a larger denominator for the
cost ratio calculation. Thus the concept of balance sheet
conservatism is being followed.

a. 1. The selling price of the bond would be the pres
ent value of all of the expected net future cash outflows
discounted at the effective annual interest rate (yield) of
10 percent. The present value is the sum of the present
value of its maturity amount (face value) plus the pres
ent value of the series of future semiannual interest
payments.
2. Immediately after the bond issue is sold, the
current asset, cash, would be increased by the proceeds
from the sale of the bond issue. A noncurrent liability,
bonds payable, would be presented in the balance sheet
at the face value of the bonds less the discount. The
bond issue costs incurred in preparing and selling the
bond issue would be classified as a noncurrent asset,
deferred charge, under generally accepted accounting
principles; however, there is theoretical justification for
classifying the bond issue costs as either an expense or
a reduction of the related debt liability.
b. The following items related to the bond issue would
be included in Wesley’s 1983 income statement:
• Interest expense would be included for ten months
(March 1 , 1983, to December 3 1 , 1983) at an effective
interest rate (yield) of 10 percent. This is composed
of the nominal interest of 8 percent adjusted for the
amortization of the related bond discount. Bond dis
count should be amortized using the interest method
over the period the bonds will be outstanding, that is,
the period from the date of sale (March 1, 1983) to
the maturity date (March 1, 1988).
• Interest expense (or bond issue expense) would be in
cluded for ten months of amortization of bond issue
costs (March 1, 1983, to December 31, 1983). Bond
issue costs should be amortized over the period the
bonds will be outstanding, that is, the period from
the date of sale (March 1, 1983) to the maturity date
(March 1, 1988). However, there is theoretical
justification for classifying the total bond issue costs
as an expense.
c. The amount of bond discount amortization would
be lower in the second year of the life of the bond issue.
The interest method of amortization uses a uniform in
terest rate based upon a changing carrying value and
provides for increasing amortization each year.
d. The retirement of the bonds would result in a loss
from extinguishment of debt that should be included in
the determination of net income and classified as an ex
traordinary item, net of related income tax effect.

71

Examination Answers

—

May 1984

Answer 4 (10 points)

Answer 5 (10 points)
a. Consolidated financial statements for Golden and
Bridge should be presented for 1983. Golden acquired a
controlling interest (as a general rule, ownership of over
50 percent of the outstanding voting shares of another
company) when it acquired for cash (purchased) all of
the shares of outstanding stock of Bridge. Presenting
consolidated financial statements would be the most
meaningful presentation in these circumstances,
especially since Golden and Bridge are in similar lines of
business.
b. Because Golden’s acquisition of Bridge should be
accounted for as a purchase, the excess of the cash paid
by Golden over the book value of Bridge of $47 million
($101 million - $54 million) should be allocated to the
assets acquired and liabilities assumed.
First, all the identifiable assets acquired and
liabilities assumed in the purchase should be assigned a
portion of the cost of Bridge, normally equal to the
market (fair) values at the date of the purchase. All of
the market (fair) values of the assets acquired and
liabilities assumed were the same as their book values
except property, plant, and equipment, net of
accumulated depreciation; so, as a result, $31 million
($93 million - $62 million) of the excess should be
added to property, plant, and equipment. Depreciation
on the excess would be charged over the estimated
useful lives of the property, plant, and equipment using
the accounting method applicable to the underlying
property.
Second, the remainder of the excess ($16 million)
should be recorded as goodwill, and amortization would
be charged over the period to be benefitted but not to
exceed forty years at a straight-line rate, because the
goodwill at any one date is assumed to eventually
disappear.
c. The dividends of $400,000 received during 1983
from the marketable equity securities held by Golden
should be accounted for as dividend income because
income is realized when a portion of the investee’s
income is distributed to the investor.
The sale during 1983 of $10 million of the
marketable equity securities held by Golden for $10.2
million should be accounted for as a realized gain of
$200,000 and included in the determination of net in
come for 1983.
The remaining marketable equity securities port
folio held by Golden should be accounted for at its
market value of $2.5 million by establishing a valuation
allowance and, since the portfolio is a current asset,
charging in the income statement the amount by which
the cost exceeds the market value ($500,000). As a
result, Golden would have to consider reporting
deferred income taxes in its balance sheet and income
statement. Because of the uncertainty of recovery, it is
conservative to carry a marketable equity securities
portfolio at market value when market value is below
cost.

a. 1. The annual provision for pension cost is the
normal cost and the past service cost, including amor
tization thereon and/or interest.
2. Amortization of past service cost is not general
ly included in calculating the minimum limit. An
amount equal to interest on any unfunded prior service
cost is included in calculating the minimum limit and, in
addition, in certain cases some provision for vested
benefits.
Amortization of past service cost is included in
calculating the maximum limit by an amount of 10 per
cent (until fully amortized).
b. 1. For a compensatory stock option plan for
which the date of grant and the measurement date are
the same, deferred compensation costs should be
recognized in the income statement of each period in
which services are rendered. This serves to match the
compensation expense with the related revenues in con
formity with the matching principle.
2. For a compensatory stock option plan for
which the date of grant is before the measurement date,
deferred compensation costs should be estimated until
the measurement date so that compensation costs are
recognized in the income statement of each period in
which services are rendered. This serves to match the
compensation expense with the related revenues in con
formity with the matching principle.
c. Carol will accrue a liability for compensation for
future vacations if all of the following conditions are
met:
• Carol’s obligation relating to employees’ rights to
receive compensation for future vacations is
attributable to employees’ services already rendered.
• The obligation relates to rights that vest or
accumulate.
• Payment of the vacation benefits is probable.
• The amount can be reasonably estimated.
This serves to match the vacation benefits with the
period in which services are rendered and results in a
liability that has been incurred and is measurable.
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IN D EX - QUESTIONS
HOW TO USE THIS INDEX:

T h is in d ex p resen ts ex a m in a tio n q u e stio n n u m b er referen ces fo r th e fo u r se c tio n s o f the C P A

e x a m in a tio n — A c c o u n tin g P ra ctice P a rts I a n d II, A u d itin g , B u sin e ss L aw , a n d A c c o u n tin g T h eo r y . E a c h ex a m in a tio n se ctio n h as
b een o rg a n ized a c co rd in g to its co n te n t sp e c ific a tio n o u tlin e , w ith q u e stio n s in d ex ed acco rd in g to th e areas an d gro u p s tested .
T h e q u e stio n referen ces listed in th e right h a n d c o lu m n are d e sig n a ted as fo llo w s: T h e q u e stio n n u m b ers, w h ich are fo llo w e d b y a
d a sh a n d th e p a g e n u m b er in th is b o o k . T h e letter M fo llo w in g q u e stio n n u m b ers in d ica tes a m u ltip le c h o ic e item . F o r e x a m p le, the
referen ce 17M -4 m ea n s m u ltip le c h o ic e item n u m b er 17 o n p a g e 4; th e referen ce 5-14 m ea n s e ssa y or p ro b lem n u m b er 5 o n p age 14.
N o te th a t, in th e A c c o u n tin g P ra ctice se c tio n , n o d istin c tio n h as b een m ad e b etw een parts I an d II.

Accounting Practice — Content Specification Outline
I.

Presentation of Financial Statements or Worksheets.
A.
B.
C.
D.
E.
F.
G.

II.

Measurement, Valuation, Realization, and Presentation
of Assets in Conformity With GAAP.
A.
B.
C.
D.
E.
F.
G.
H.

III.

2M-2
lM-2,3M-2,4M-2
5-14
6M-3,7M-3
5M-2,8M-3,9M-3, 10M-3,11M-3,13M-4
14M-4
12M-3,15M-4
17M-4,18M-4

Cash ............................................................
Marketable Securities and Investments .
Receivables and A ccruals.......................
Inventories .................................................
Property, Plant, and E quipm ent...........
Capitalized Leased A ssets.......................
Intangibles .................................................
Prepaid Expenses and Deferred Charges

Valuation, Recognition, and Presentation of Liabilities
in Conformity With GAAP.
A.
B.
C.
D.
E.
F.
G.

IV.

Balance S h e e t.................................................................... 5-14
Income Statem ent..............................................................5-14
Statement of Changes inFinancial P o sitio n ................... 4-12
Statement of Owners’ E q u ity ..........................................
Consolidated Financial Statements or Worksheets
Disclosures in Notes to the Financial Statements .
Supplementary Statem ents.......................................

16M-4,19M-5,20M-5
21M-5
23M-6
24M-6
25M-6,30M-7,40M-8

Payables and A ccruals.............................
Deferred Revenues....................................
Deferred Income Tax Liabilities.............
Capitalized Lease L iability.......................
Bonds P ay ab le...........................................
Long-Term Notes P ay ab le.......................
Contingent Liabilities and Commitments

26M-6

Ownership Structure, Presentation, and Valuation of
Equity Accounts in Conformity With GAAP.
A.
B.
C.
D.
E.
F.
G.

Preferred and Common S to c k ........................................ 4b-24
Additional Paid-in C a p ita l..............................................4b-24
Retained Earnings and D ividends..................................4b-24
Treasury Stock and Other Contra A ccounts................ 4b-24
Stock Options, Warrants, and R ig h ts............................
Reorganization and Change In E q u ity ...........................
Partnerships ......................................................................
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Accounting Practice — Content Specification Outline (cont.)

V.

Measurement and Presentation of Income and Expense
Items, Their Relationship to Matching and Periodicity,
and Their Relationship to GAAP.
A. Sales or Revenues............................................
B.
C.
D.
E.
F.
G.

VI.

Cost of Goods S o ld ........................................
Expenses............................................................
Provision for Income T a x .............................
Recurring Versus Nonrecurring Transactions
Accounting C hanges........................................
Earnings Per S h a re .........................................

.22M-5,27M-6,28M-6,29M-6,31M-7,
32M-7,33M-7,5-14
.34M-7
.35M-7,36M-8,37M-8,38M-8,39M-8,41M-8,52M-10
.45M-9,46M-9
.42M-9,44M-9
.43M-9,60M-11
.48M-10,49M-10

Other Financial Topics.
A.
B.
C.
D.
E.
F.
G.
H.
I.
J.
K.

Accounting Policies.........................................
Nonmonetary Transactions............................
Interim Financial Statem ents.........................
Historical Cost, Constant Dollar, Current Cost
Loss or Gain Contingencies................................
Segments and Lines of Business.........................
Long-Term C ontracts...........................................
Employee B enefits................................................
Analysis of Financial Statem ents........................
Development Stage Enterprises...........................
Personal Financial Statem ents............................

50M-10,51M-10
47M-9
59M-11
58M-11
53M-10
54M-10
55M-10
56M-11
57M-11

VII. Cost Accumulation, Planning, and Control.
A.
B.
C.
D.
E.
F.
G.
H.
I.
J.
K.
L.
M.
N.
O.
P.
Q.

Nature of Cost Elem ents................................................. 4a-24
Job Order C osting............................................................
Process C o sting.................................................................
Standard Costing and Variance A nalysis..................... 5-25
Joint C osting....................................................
By-Product C osting .........................................
Spoilage, Waste, and S c ra p ...........................
Absorption and Direct C osting.....................
Transfer P ricin g ...............................................
Product P ricin g ................................................
Budgeting and Flexible Budgeting................
Breakeven and Cost-Volume-Profit Analysis
Gross Profit A nalysis.....................................
Differential Cost A nalysis.............................
Capital Budgeting Techniques.......................
Performance A nalysis.....................................
Quantitative Techniques.................................
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VIII. Not-for-Profit and Governmental Accounting.
A. Fund A ccounting.....................................................
B. Types of Funds and Fund A ccounts....................
C. Presentation of Financial Statements for Various
Not-for-Profit and Governmental Organizations
D. Various Types of Not-for-Profit
and Governmental Organizations.........................

IX.

52M-22,53M-22,54M-22,59M-23,60M-23
43M-20,47M-21,48M-21,49M-21,50M-21,57M-22,
58M-22

41M-20,42M-20,44M-21,45M-21,46M-21,51M-21,
55M-22,56M-22

Federal Taxation — Individuals.
A. Inclusions for Gross Income and Adjusted Gross
Income ................................................................................21M-18,23M-18,24M-18,28M-19,37M-20
B. Exclusions and Other Deductions (including
adjustments to arrive at Adjusted Gross Incom e).......29M-19,35M-19,38M-20,39M-20,40M-20
C. Gain or Loss on Property T ransactions........................
D. Deductions from Adjusted Gross Incom e.................... 30M-19,31M-19,32M-19,33M-19
E. Filing Status and Exem ptions.........................................22M-18,36M-20
F. Tax D eterm ination........................................................... 34M-19
G. Statute of L im itations.......................................................
H. Effect of Gift and Estate Taxation on Individuals..... 25M-18,26M-18,27M-19

X.

Federal Taxation — Corporations and Partnerships.
Corporations
A.
B.
C.
D.
E.
F.
G.
H.
I.

1M-16,2M-16,3M-16,5M-16,7M-16,8M-17,13M-17
11M-17
16M-17
18M-17
12M-17
9M-17,10M-17
20M-18
4M-16
6M-16,15M-17

Determination of Taxable Income or Loss
Tax D eterm ination.......................................
Subchapter S C orporations........................
Personal Holding Com panies....................
Accumulated Earnings T a x ........................
D istributions.................................................
Tax-Free Incorporation...............................
Reorganizations............................................
Liquidations and Dissolutions...................

Partnerships
J.
K.
L.
M.
N.
O.
P.
Q.
R.

Formation of Partnership................................................ 17M-17
Basis of Partner’s In terest...............................................19M-18
Basis of Property Contributed to P artnership.............
Determination of Partners’ Taxable Incom e................ 14M-17
Accounting Periods of Partnership and Partners
Partner Dealing with Own P artnership...............
Treatment of Liabilities........................................
Distribution of Partnership A ssets.......................
Termination of Partnership.................................
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Auditing — Content Specification Outline

I.

Professional Responsibilities.
A. General Standards and Rules of C o n d u ct...................... lM-27,51M-32,54M-32
B. Control of the A u d it........................................................ 8M-27,33M-30,3-33
C. Other Responsibilities....................................................... 38M-30,40M-31

II.

Internal Control.
A.
B.
C.
D.

III.

Definitions and Basic C oncepts...................................... 5M-27,44M-31
Study and Evaluation of the System ................................10M-28,16M-28,25M-29,41M-31
Cycles ................................................................................. 34M-30,47M-31,48M-31,56M-32
Other Considerations.........................................................13M-28,14M-28,15M-28,20M-29,24M-29,32M-30,
37M-30,55M-32,4-33

Audit Evidence and Procedures.
2M-27,6M-27,11M-28,19M-28,22M-29,23M-29,
26M-29,27M-29,29M-29,35M-30,36M-30,50M-32,
60M-33
12M-28,49M-32,5-34
,7M-27,21M-29,30M-30,31M-30,46M-31

A. Audit Evidence

B. Specific Audit Objectives and Procedures
C. Other Specific Topics................................
IV.

Reporting.
A. Reporting Standards and Types of Reports................. 3M-27,4M-27,9M-27,17M-28,18M-28,39M-30,
43M-31,45M-31,52M-32,53M-32,57M-32,59M-32,2-33
B. Other Reporting Considerations..................................... 28M-29,42M-31,58M-32
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Business Law — Content Specification Outline

I.

The CPA and the Law.
A. Common Law Liability to Clients
and Third P erso n s............................................................2-43
B. Federal Statutory L iability...............................................
C. Workpapers, Privileged Communication, and
Confidentiality....................................................................

II.

Business Organizations.
A.
B.
C.
D.

III.

Contracts.
A.
B.
C.
D.
E.
F.
G.
H.
I.

IV.

13M-37,3-44

Bankruptcy ......................................................................... 16M-37,17M-38,18M-38,19M-38
Suretyship .......................................................................... 21M-38,22M-38,23M-38,24M-39
Bulk T ransfers.................................................................. 20M-38
Federal Consumer Protection Legislation..................... 25M-39

Government Regulation of Business.
A.
B.
C.
D.

VI.

3-44
15M-37
14M-37,3-44
11M-37,3-44
12M-37,3-44

Nature and Classification of Contracts
Offer and A cceptance...........................
Consideration ........................................
Capacity, Legality, and Public Policy
Other D efenses.......................................
Parol Evidence R u le .............................
Third Party R ights................................
Assignments ............. ............................ .
Discharge, Breach, and Rem edies.......

Debtor-Creditor Relationships and Consumer Protection.
A.
B.
C.
D.

V.

A gency................................................................................lM-36,2M-36,3M-36,4M-36
Partnerships ...................................................................... 5a-45
Corporations ..................................................................... 5M-36,6M-36,7M-37,8M-37,9M-37,10M-37
Other F o rm s......................................................................

Administrative L a w ...........
Antitrust L a w ......... ..........
Regulation of Employment
Federal Securities A c ts .....

.26M-39
.5b-45
.27M-39,28M-39
.29M-39,30M-39,31M-39,32M-40,33M-40,34M-40,
35M-40

Uniform Commercial Code.
A. Commercial P a p e r............
B. Documents of Title and Investment Securities
C. Sales .....................................................................
D. Secured Transactions........................................

VII.

36M-40,37M-40,38M-40,39M-40,40M-40,41M-41,
42M-41,43M-41,44M-41,45M-41
46M-41
47M-41,48M-41,49M-42,50M-42,51M-42,52M-42,
53M-42,54M-42,55M-42,56M-43
57M-43,58M-43,59M-43,60M-43

Property, Estates and Trusts.
A.
B.
C.
D.

Real and Personal P ro p erty ............................................ 4-44
M ortgages..........................................................................
Administration of Estates and T ru sts............................ 4-44
Fire and Casualty Insurance............................................
81

Index
Accounting Theory — Content Specification Outline

I.

General Concepts, Principles, Terminology, Environment,
and Other Professional Standards.
A.
B.
C.
D.
E.
F.

Authority of Pronouncem ents........................................
Departures from G A A P ...................................................
Conceptual Fram ew ork.....................................................lM-47,2M-47
Basic Concepts and Accounting Principles................... 3M-47,2-52,3-52,4-53,5-54
Nonmonetary Transactions C oncepts............................
Working Capital — Current Assets and Current
Liabilities (terminology)...................................................
G. Comparative Financial Statem ents.................................
H. Consolidated Financial Statem ents................................ 4-53
I. Historical Cost, Constant Dollar, Current Cost, and
Other Accounting C oncepts............................................ 4M-47,5M-47

II.

Measurement, Valuation, Realization, and Presentation
of Assets in Conformity With GAAP.
A.
B.
C.
D.
E.
F.
G.
H.

III.

Valuation, Recognition, and Presentation of Liabilities
in Conformity With GAAP.
A.
B.
C.
D.
E.
F.
G.

IV.

Cash ....................................................................................
Marketable Securities and Investm ents..........................6M-47,4-53
Receivables and A ccruals................................................ 7M-47,8M-47
Inventories ......................................................................... 2-52
Property, Plant and E quipm ent......................................9M-47,10M-48,11M-48
Capitalized Leased A ssets............................................... 12M-48,13M-48
Intangibles ......................................................................... 4-53
Prepaid Expenses and Deferred C harges...................... 14M-48, 15M-48

Payables and A ccruals.....................................................16M-48,17M-48
Deferred Revenues............................................................
Deferred Income Tax Liabilities.....................................20M-49,21M-49
Capitalized Lease Liability.............................................. 18M-48
Bonds P ay ab le..................................................................3-52
Long-Term Notes P ay ab le...............................................
Contingent Liabilities and Com m itm ents.....................19M-48

Ownership Structure, Presentation, and Valuation of
Equity Accounts in Conformity With GAAP.
A.
B.
C.
D.
E.
F.
G.

Preferred and Common S to c k ........................................
Additional Paid-in C a p ita l...............................................
Retained Earnings and D ividends.................................. 22M-49,23M-49
Treasury Stock and Other Contra A ccounts............... 25M-49
Stock Options, Warrants, and R ights........................... 24M-49
Reorganization and Change in E q u ity ...........................
Partnerships .......................................................................26M-49
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V.

Measurement and Presentation of Income and Expense
Items, Their Relationship to Matching and Periodicity,
and Their Relationship to GAAP.
A.
B.
C.
D.
E.
F.
G.

VI.

4-53
2-52
27M-49,28M-49,3-52,4-53,5-54

29M-49

Other Financial Topics.
A.
B.
C.
D.
E.
F.
G.
H.
I.
J.
K.
L.

VII.

Sales or Revenues............................................
Cost of Goods S o ld ........................................
Expenses............................................................ .
Provision for Income T a x .............................
Recurring Versus Nonrecurring Transactions
Accounting C hanges........................................
Earnings Per S h a re .........................................

Statement of Changes in Financial P o sitio n .................30M-50,31M-50
Accounting Policies...........................................................
Accounting C hanges..........................................................32M-50
Business C om binations.................................................... 4-53
Interim Financial Statem ents...........................................
Loss or Gain Contingencies............................................
Segments and Lines of Business......................................33M-50
Long-Term C ontracts....................................................... 34M-50
Employee B enefits............................................................ 5-54
Analysis of Financial Statem ents.....................................35M-50
Development Stage Enterprises.......................................
Personal Financial Statem ents........................................

Cost Accumulation, Planning, and Control.
A.
B.
C.
D.
E.
F.
G.
H.
I.
J.
K.
L.
M.
N.
O.
P.
Q.

Nature of Cost Elem ents.................................................37M-50,38M-50,39M-50
Job Order C osting........................................................... 36M-50
Process C osting..................................................................42M-50
Standard Costing and VarianceA nalysis....................... 43M-51,44M-51
Joint C osting......................................................................45M-51
By-Product C osting...........................................................
Spoilage, Waste, and S c ra p ............................................
Absorption and Direct C osting.......................................46M-51
Transfer P ricin g ................................................................
Product P ricin g .................................................................
Budgeting and Flexible Budgeting..................................40M-50
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on the following page.
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